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Legal Problems of Insurance Agents— 


Current Developments 


Reporting to our readers this month is 
Charies W. Tye, of Joseph Froggatt & 
Company, Newark, New Jersey. 


HERE have been many recent develop- 

ments in the insurance industry which 
are of vital interest to the insurance agents 
of the country. The following is a thumb- 
nail sketch of some of the more significant 
matters which either are pending or have 
been concluded. 


Rate Filings 


One of the most important matters now 
being considered is the issue in New York 
as to the right of a partial subscriber to a 
rating organization to use for its own in- 
dependent rate filing purposes data com- 
piled by the rating body with respect to lines 
of insurance for which it is not a subscriber. 
This is the case of the North America 
Companies in which the New York Fire Insur- 
ance Rating Organization (called NYFIRO) 
is testing the ruling of the New York In- 
surance Department favorable to the filing. 
A judicial review of the matter has been 
requested as “definitely in the public in- 
terest.” That the agents are concerned is 
evidenced by the fact the New York State 
Association of Insurance Agents has filed 
a motion in the Appellate Division of the 
New York Supreme Court asking for recog- 
nition to file a brief amicus curiae in the 
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aforesaid judicial proceedings. The follow- 
ing affidavit by President Arthur L. Schwab 
of the agent’s association accompanied the 
motion. 

“The agents of New York State are not 
alone the legal representatives of insurance 
companies selling fire insurance protection 
to the public of this State, but also are rep- 
resentatives of the insuring public, whose 
concern and interest in the matter under 
review is real and needs to be presented te 
this court in order that the public interests 
may be protected. 


“A number of the members of this asso- 
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ciation are agents of the respondent North], 


America Companies; many of these mem- 


bers are also agents for some of the petitioning}; 


companies. 


The ruling of the Insurance}, 


Department, if sustained, would create chaos}, 


in the operation of the fire insurance busi- 
ness. An agent representing both the North 
America Companies and the petitioning 
companies would be required to seli the 
same product to the assureds at different 
initial prices. This condition would disrupt 
the insurance business and confuse and 
confound the public. It is not in the best 
interests of the general insuring public. 
“The members of this association believe 
that both they and the members of the fire 
insurance buying public have been aggrieved 
both by the said determination (ruling of 
Insurance Department) and what has flowed 
under it and what will necessarily result 
from it. The members believe that the re 
view of the said determination is of vital 
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mncern to them and that their rights and 
the rights of the public have been and will 
le adversely affected by it. The members 
lieve that it is incumbent upon them to 
sk leave of this court to submit a brief as 
micus curiae and to present an oral argu- 
ment on the same. The members believe 
hat it would be of help to this court if the 
members of this association, whose actions 
lave been maligned and besmirched by the 
pronouncements of the North America Com- 
panies, were given the opportunity of stat- 
ng the'r position in this litigation so that 
the ends of justice might prevail.” 
\ppellate Division of the Supreme 
Court of New York granted a temporary 
restraining order and set the case for argu- 
ment on November 10. The approval by 
the New York department to the filing on 
September 14 upheld the right to partial 
ubscribership in NYFIRO and the right 
0 file rates and forms-independently. The 
fepartment opinion stated, in part: 
“As stated herein, my conclusions are 
lictated by the belief that the Congress of 
the United States and the New York Legis- 
hture intended that reasonable competition 
should exist in the fire business. To my 
vay of thinking, the action of the North 
America Companies is reasonably calculated 
0 achieve that and it is contemplated and 
vermitted by our insurance law.” 
The ultimate decision in this controversy 
may have far-reaching effects and should 
followed with interest by all agents. 


interest on Judgments 


In a recent important decision involving 
Indemnity Company, the Su- 
preme Court, New York County, on Octo- 
ber 28, 1954, in a declaratory judgment, 
eld that the insurance company was liable 
ior the interest only up to the policy limit, 
nd not on the entire judgment when the 
judgment exceeded the amount of the policy. 
Justice Hofstadter, in his opinion, stated: 
“The clauses in the cases cited [by Home 
Indemnity], though not identical with that 
n the present policy, are substantially to 
the same effect. Thus, the clause in 

lone of the cases cited by Home Indemnity] 
bound the insurer to pay ‘irrespective of the 
limits hereinafter mentioned all 
terest accruing before or after entry of 
judgment and up to the date of payment 
or tender of payment by the corporation of 
its share of such judgment’. 


in- 


The language 
nm... [another case] was to all interests 
the same as that just quoted. In both of 


Report to the Reader 


THIs ISSUE IN BRIEF 
| As you read this issue you will learn 
that: 


the Supreme Courts of the 
States and Australia have 
against the rights of the 
states to tax the foreign reinsurer 
unless he has established (what is 
tantamount to) a “permanent estab- 
lishment” in the state. Page 711. 

: a copyright on an insurance 
policy is a rather futile right—so holds 
the author of the article beginning 
at page 724. 


United 
decided 


the expanding atomic industry 
needs insurance protection in view of 
the tremendous liability that it might 
incur. Page 726. 

tax treatment, under the new 
law, of proceeds taken in a single sum 
under a life insurance, endowment or 
annuity contract gives the recipient 
an income tax advantage over prior 
law because the tax on the gain is 
divided over.a three-year period in- 
stead of being taxable in one year. 
Page 730. 

it is but a short step from a 
compulsory automobile insurance law 
to a state monopolistic fund and to 
a payment-regardless-of-fault system. 
This is the author’s warning, at page 


746. 





where it was the intention of 
the parties that all of the insured’s 
buildings were to be covered by fire 
insurance policies of the insurer, but 
due to the mistake of the insurer’s 
agent in writing the policies a certain 
building was omitted from coverage, 
reformation will be granted. Page 763. 


the cited cases the insurer is bound, just as 
the plaintiff is here, to pay ‘all interest’. 
What follows in the Devlin and Sheridan 
policies, as well as in the policy now before 
the court has to do with the period for 
which interest was to run until payment or 
tender of payment of the insurer’s share of 
the judgment. In this case [Home Indem- 
nity] interest was to run until payment, 
tender or deposit of ‘such part of such 
judgment as does not exceed the limit of 
the company’s liability thereon’. What is 
this but another form of saying, as did the 
Devlin and Sheridan policies, the insurer’s 
share of the judgment?” 
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“Thus we have in the three cases the obli- 
gation to pay ‘all interest’ until payment or 
tender of the insurer’s share of the judg- 
ment. This means in the present case the 
policy limit of $10,000. In my opinion, the 
rulings in the Devlin and Sheridan cases are 
determinative here.” 


“In other jurisdictions the identical clause 
has received the interpretatidn now being 
given to it.” 


“When the nature of interest, compensa- 
tion for the use or detention of money, is 
borne in mind, the result reached is far more 
reasonable than that sought by the defend- 
ants [Corie]. Since the limit of the plain- 
tiff’s [Home Indemnity] liability on the 
judgments themselves is $10,000, this is the 
sum of money for whose use it should pay. 
It is not liable for any part of the judg- 
ments in excess of $10,000; therefore, in the 
absence of provision to that effect, it should 
not be charged with interest on the excess. 
The insured’s surrender of control of the 
action, incidental to the insurance, does not 
justify the imposition of liability for interest 
on the part of the judgment which it is in 
no event bound to pay. To read the provi- 
sion as the Cories wish to have it read 
would, as the court persuasively reasoned in 
Standard Accident Insurance Company of 
Detroit v. Winget impose vicarious 
liability on the insurer.” 


Excessive Claims 


Agents can be helpful to both their clients 
and the insurance company if they will 
educate insureds against the filing of exag- 
gerated claims. Illustrative of what may 
happen is a recent decision by the Penn- 
sylvania Superior Court, in Higgs v. New 
York Fire Insurance Company, 8 FIRE AND 
Casuatty Cases 421, decided July 13, 1954. 
The court, in effect, held that where an 
insured wilfully and grossly exaggerates the 
amount of the loss, the insurance company 
may have a good defense to the insured’s 
action to recover the loss. On appeal from 
a lower court decision favorable to the in- 
sured, the Superior Court said: 


“This defendant, in its answer, has con- 
fessed or admitted the existence of the 
insurance policy and seeks to avoid liability 
by alleging that the plaintiff caused the 
policy to become void. The plaintiff con- 
tends that this is improper new matter 
because the allegations therein are not 
comprehended by the fraud clause of the 
insurance policy. The plaintiff maintains 
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mere exaggeration of loss 
proof of loss or a complaint is not fraud 
and that excessive damage claims are no 
within the purview of the fraud clause oi 
the policy. It is true that a mere variance? 
between the loss claimed and that proved 


that the 


does not establish fraud, but an insurance, 


company may use it as evidence to prove 
intent to cheat and defraud. The burder 
will be upon the defendant to prove that 
the plaintiff wilfully and deliberately mis‘ 
represented with intent to defraud. 

A defense based on alleged fraud in grosslj 


overrating a loss is sufficient pleading to 


raise the issue and reach trial. 
“The pinch of this case is that defendant 
has pleaded wilful fraud on the part of the 


plaintiffs and should be permitted to intro 


duce proof thereof as an affirmative defense 


The sufficiency of the evidence of fraud ig 


a matter for the court below at trial. De 
fendant’s new matter was proper and thé 
preliminary objections thereto should hav 
been overruled.” 


The basic principle in this situation was 


in ae 
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promulgated in New York back in 1875 inf 


the case Boynton v. 


Andrews, 63 N. Y. %f 


when the New York Court of Appeals said‘ 


“While a disparity as to value might nol 
establish fraud of itself, cases may aris 
where the acknowledged difference betweet 


the price allowed or agreed upon and the. 
actual value is so erroneous as to bear upon} 


its. face clear and unmistakable indication 


that a fraud was intended to be perpetrated. 5. 
It cannot be questioned that where prop} 


(Continued on page 768) 
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Summary of 1954 Changes 
n Law of Massachusetts 


A number of laws affecting insurance have 

een passed by the Bay State during the 

_ $954 legislative session. A résumé of some 

‘1 4f the most important enactments follows: 
fraud 
noi 


Accident and Health 


The uniform individual accident and sick- 
ness policy provisions law has been enacted. 
Laws 1954, H. B. 185, ap- 
proved April 5, 1954, effective January 1, 1955. 


Insurance 


ie, 


Domestic life insurance companies may 

js{ssue nonparticipating accident and health 
msurance policies. Chapter 318, Laws 1954, 
H. B. 981, approved April 15, 1954, effective 
uly 14, 1954. 


Blanket accident and health insurance poli- 

fies may now be issued to any employer 
the same or 

industry which was not formed 

‘ pecifically to obtain insurance. Chapter 327, 

ud Mlaws 1954, S. B. 640 (Appendix A), ap- 
a oved April 5, 1954, effective January 1, 1955. 
“a Domestic accident and and health insur- 


ance COMpanies may provide accident and 
fealth insurance for their employees, on 
»e -Kither a contributory or a noncontributory 


A stockholder of an agent, broker or 
djuster corporation may purchase insur- 
mce from it, the premiums of which do 
Pot exceed 2 per cent of total premiums 


titten by the corporation. Chapter 294, 
laws 1954, H. B. 1666, approved April 7, 


Installment-plan selling of insurance by 
agents and brokers is authorized, and agents 
and brokers may finance the insurance pay- 
ments. Chapter 464, Laws 1954, S. B. 671, 
approved and effective May 24, 1954. 


Doing Business 

Added to the list of “unencumbered” real 
property upon which domestic insurance 
companies may make loans are real prop- 
erties upon which instruments exist reserving 
parking rights and real properties upon 
which exist options to purchase or liens for 
nondelinquent taxes or assessments. Chap- 
ter 65, Laws 1954, H. B. 772, approved 
February 2, 1954, effective May 4, 1954. 

A law now permits the predating of life 
and endowment insurance policies up to 
six months before the date of the original 
application so as to procure a lower age 
rate. Chapter 66, Laws 1954, H. B. 771, 
approved February 2, 1954, effective May 
4, 1954. 

Removed is the requirement that em- 
ployees of a domestic life insurance com- 
pany contribute to the cost of group life 
insurance provided by the company. Chapter 
75, Laws 1954, H. B. 1206, approved Febru- 
ary 3, 1954, effective May 5, 1954. 

A domestic insurance company may now 
make mortgage loans guaranteed or insured 
under the Servicemen’s Readjustment Act 
of 1944. Chapter 176, Laws 1954, S. B. 139, 
approved March 1, 1954, effective May 31, 1954. 


An enactment requires medical, hospital 
and life insurance to be furnished to boxing 
contestants. Chapter 177, Laws 1954, S. B. 
604, approved March 1, 1954, effective May 
31, 1954. 


Changes are made in the requirements 
for writing down the value of real property 
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held for investment by domestic life insur- 
ance companies. The book value cannot be 
above the original cost, and the rate for 
writing down the book value cannot average 
less than 2 per cent per year. Chapter 68, 
Laws 1954, H. B. 770, approved February 
2, 1954, effective May 3, 1954. 


Domestic life insurers may invest in 
Massachusetts voluntary associations and 
trusts. Chapter 111, Laws 1954, S. B. 294, 
approved February 15, 1954, effective May 
17, 1954. 


Boiler and machinery insurance companies 
are granted power to make inspections of 
boilers, machinery and apparatus of any 
kind, whether or not insured. Chapter 266, 
Laws 1954, H. B. 1894, approved April 5, 
1954, effective July 5, 1954. 


The minimum permitted value of par- 
value shares of the capital stock of insur- 
ance companies is lowered from $5 to $1. 
The previous maximum value of $100 is 
abolished. Chapter 320, Laws 1954, S. B. 
710, approved April 15, 1954, effective July 
14, 1954. 


The 10 per cent limitation on the invest- 
ment of fraternal benefit societies in 
operative banks is further restricted to paid-up 
shares and accounts of and in such banks. 
Chapter 277, Laws 1954, H. B. 1900, ap- 
proved April 5, 1954, effective July 5, 1954. 


co- 


Medical-service corporations may deposit 
the whole or any portion of their funds on 
paid-up shares and accounts of and in a 
cooperative bank. Chapter 276, Laws 1954, 
H. B. 1899, approved April 5, 1954, effective 
July 5, 1954. 


The wartime-exclusion provision in the in- 
contestability clause relating to group life 
insurance policies is strengthened. Chapter 
285, Laws 1954, H. B. 1205, approved April 
6, 1954, effective July 5, 1954. 


Domestic fraternal benefit societies gov- 
erned by direct vote of their members and 
such societies as pay only annuities or gra- 
tuities for disability or long service to per- 
manent government employees are permitted 
to contract with insurance companies for 
the payment of benefits. Chapter 369, Acts 
1954, H. B. 1887, approved May 10, 1954, 
effective August 9, 1954. 


A special legislative committee is author- 
ized to establish definitions for group life 
insurance and blanket accident and health 
insurance and to determine the method of 
distribution of the annual surplus on in- 
dustrial life insurance policies. Its report 
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is due by January 19, 1955. Resolve Chapter 
122, Resolves 1954, approved June 10, 1954 


effective September 9, 1954. 


Domestic life insurance companies may 
issue nonparticipating accident and _ health 
insurance policies. Chapter 318, Laws 1954 
H. B. 981, approved April 15, 1954, .effective 
July 14, 1954. 


Motor Vehicle 


The commissioner may set up a schedule 

service charges the placement of 
vehicle insurance under the merit 
rating system established last year. H, B. 
2552, Laws 1954, approved Aprik 5, 1954 
effective July 5, 1954. 


Insurance 
of for 
motor 


Insurance companies making medical ex 
aminations of injured persons areyrequired 
to furnish copies of reports to tle person 
examined, upon request; and injure*l persons 
examined or treated by their own jghysicians 
must, in turn, provide a copy of a*report of 
such examination. or treatment tY) the in- 
surer, upon request. Chapter 334, Isaws 1954 


S. B. 31, aproved April 20, 1954: effectiv 
‘ 


July 19, 1954. 

District courts are given exclusise origina 
jurisdiction of motor vehicle tom actions 
rather than holding such origina¥ jurisdic 
tion concurrently with the supeor court 


Chapter 616, Laws 1954, H. B.+2629, ap- 
proved June 9, 1954, effective Octolver 1, 1954 


Motor vehicle tort actions areY added t 
the list of trials, with or withogit a jury 
at which a justice of a district @burt musi 
sit in superior court when requested to d 
so in writing by the chief justyce of thé 


superior court. No district coijrt justice 
may sit in superior court in a case which 
was previously before him in the distri! 
court. Chapter 668, Laws 1954,8S. B. 713 
approved June 10, 1954, effective September 
9, 1954, and until September 1, 1956. 


The house committee on ways and means 
is authorized to study current S. B. 75/ 
which would require surrender: of motor 
vehicle license plates and registration befor 
insurance is cancelled by the insured. H. 8 
3009, adopted and effective June ‘10, 1954. 


Workmen's Compensation Insurance 
The term “employer” is redefined to it 
clude “any two or more” of an individual, 
partnership, association, corporatien or othe 
legal entity engaged in a joint enterprise 
Chapter 265, Laws 1954, S. B. 674, approved 
April 5, 1954, effective July 5, 1954. 
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Reinsurance 


in International Double Taxation 


By A. BERGMANN, of London, England 


The author observes that dou- 
ble taxation conventions so far 
do not seem to have developed 
needed principles for dealing 
with the reinsurance problem 


| EINSURANCE as a fiscal problem 


made its appearance rather late. The 


large insurance companies of the United 


States and England (at least since the first 
World War) carried their reinsurance 


i@orevalently as reciprocal business; in their 
qimternational relations they were both re- 
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insurers and reinsured, sharing with other 
companies the risks they had underwritten, 
by other companies. The 

earlier double taxation conventions, for 
reason, hardly needed to deal with 
ltinsurance as an international tax problem. 
Within the United States, the taxation 
i “foreign” insurance companies had pre- 
ented difficulties at an early date: The 
larger insurance companies traditionally had 
their headquarters in the Eastern states,’ 
nnd were to the West, in its more recent 
levelopment, “foreign insurers.” State treas- 
rers tried to extend their fiscal legislation 
so as to obtain from the “foreign” insurers 
a contribution to the state expenses; the 
large number of precedents bears witness to 


'U, S. v. South-Eastern Underwriters Associ- 


tion, 5 Fire and Casualty Cases 194, 322 U. S. 
333, at 534, 540. 


Reinsurance 


the difficulties attending the development 
of insurance in the new territories. 


A similar fiscal problem presents itself 
to the new states and colonial territories 
(now termed “underdeveloped areas’). As 
long as their insurance needs were supplied 
directly by foreign companies, the under- 
developed territories rarely had to consider 
the fiscal aspect of reinsurance. Most (if 
not all) foreign companies were willing to 
pay tax on their local profits, computed 
on the basis of their local premium collec- 
tions; and reinsurances effected by the head 
office abroad, in cover of local risks, did 
not (as a rule) enter into the computation 
of profits for local tax purposes. The 
method of computing the taxable profits 
may not always have been satisfactory; 
however, no major difficulties arose in the 
earlier stage. The situation changed in the 
second stage of development, when inde- 
pendent local companies are promoted in 
competition with the foreign insurers, or (as 
is often the case) by the foreign insurers 
themselves. The new companies have to 
reinsure the largest part of the risks they 
underwrite, if only because they have to 
spread the risk over a larger area. The 
large international companies, of course, also 
reinsure the largest part of their risks; but, 
in view of the reciprocal nature of the 
reinsurance business, they (more than) bal- 
ance the increase in outgoings, resulting 





from the cession of reinsurances, by their 
own income from reinsurance. But the 
small local company cannot accept reinsur- 
ance risks, at least not to any significant 
extent. 


In computing their chargeable income, 
for income tax purposes, the local com- 
panies will deduct, against local premiums 
received, reinsurance premiums paid to re- 
insurers (foreign reinsurers, in most cases). 
If 70 per cent of the risks are reinsured 
abroad, net receipts of the local companies 
are probably reduced by more than half; 
and—as long as there are no catastrophic 
losses (reimbursed by the reinsurer)—the 
profit returned for local taxation purposes, 
on equal premium receipts, is considerably 
smaller for a local than for a foreign 
insurance company (as the latter makes no 
deduction for reinsurances by the head 


office). 


Taxation of foreign reinsurers has thus 
become a practical problem for the underde- 
veloped states not less than for international 
fiscal relations. Whether reinsurance is 
effected by the large “special” reinsurance 
companies of Switzerland and Germany, or 
by the insurance groups of the United 
States and England, will not make a signifi- 
cant difference;* in both cases the reinsurer 
must reckon with the possibility of fiscal 
demands from the countries from which he 
accepts (net) reinsurance premiums. In 
particular, the premium income of the more 


2 Equitable Life Assurance Society v. Penn- 
sylvania, 238 U. S. 145. 

* The British-French Double Taxation Conven- 
tion of 1951 provides (Art. III): “If a United 
Kingdom enterprise carries on a trade or busi- 
ness in France through a permanent establish- 
ment situated therein, tax may be imposed on 
those profits by France but only on so much 
of them as is attributable to that permanent 
establishment; provided that nothing in this 
paragraph shall affect the provisions of the law 
of France, as it stands at the date of signature 
of this Convention, as respects the taxation of 
non-residents from the business of insurance.’’ 

This reservation permits France to tax the 
nonresident insurer under the existing French 
law, even if he carries on no trade or business 
in France, or does not carry it on through a 
permanent establishment in France. Thus, 
insofar as the French law of December 14, 1951, 
permitted the taxation of foreign reinsurers, 
the nonresident English reinsurer would be sub- 
ject to French tax, even though he had no 
permanent establishment in France. 

The convention between France and the 
United States provides in Art. III(a) of the 
Final Protocol: ‘‘Insurance enterprises shall be 
deemed to have a permanent establishment 
in one of the contracting states as soon as they 
receive premiums from, or insure risks in, the 
territory of that state.’’ (The French-Swiss 
Convention (1937) contains a similar proviso in 
the Final Protocol (ad Art. 3).) 
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important reinsurance companies is so larg¢ 
that additional tax liabilities represent 4 
potential menace to the profitability of their 
business; larger fiscal liabilities abroad wil 
therefore have to be balanced by reduction 
of the fiscal demands of the reinsurers 
country residence, and future donble 
taxation conventions may have to ded 
specifically with the question of reinsurance 


of 


Precedents in International Law 


Double taxation conventions so far do 
not seem to have developed principles for 
dealing with the problem. Some conven- 
tions entered into, by France reserve to 
France the right to tax all foreign insurance 
undertakings, on their French profits, ir 
accordance with French fiscal law,’ if the 
foreign insurer either collects premiums, or 
insures against risks situated, in France 
France taxes the profits of reinsurers 
(whether or not resident in France) on 
reinsurances written for French reinsureds 
Similar arrangements have been made in 
Australia.* The practice does not seem 
to be entirely satisfactory to the reinsurers 
country of residence, but the country prin- 
cipally involved—Switzerland—has  acqui- 
esced in the French fiscal practice which 
imputes to the foreign reinsurer a profit 
equivalent to 0.8 per cent of reinsurance 
premiums received from French insurers, 


The convention between France and the Ter 
ritory of the Saar (Art. 46) requires even less 
“The fact that an insurer has a representative 
in the territory of one of the Contracting States 
who is approved by the authorities or author 
ized to deliver premiums collected shall b¢ 
deemed to constitute a permanent establish 
ment.’’ See also the Convention France-Neth 
erlands 1949, Art. II(3). 

*The convention between the United King: 
dom and the Commonwealth of Australia of 
October 29, 1946, reserves to Australia the righ' 
to tax “profits from insurance with non-resi 
dents,’’ that is, to tax the foreign reinsurer 
even though no permanent establishment exists 
in Australia (Art. 3, par. 1(b)). The Australian 
legislation (S. 148 of the Australian Income Tax 
Act, as amended) permits, by the ‘‘indirect 
method,’’ taxation of the foreign reinsurer (see 
footnote 16). 

5 This compares with an imputed profit rate 
of 1.7 per cent for foreign fire inswrers. See 
J. Michel, Journal du droit international, 1951, 
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72; Dalloz, Nouveau Répertoire de Droit, 197}; 


s. v. Assurance, p. 298, par. 61; Art. 82 of the 
French Law of July 13, 1925; 
decision BGE 71 I 358. As to the Swiss prac 
tice, see Locher, Handbuch der Schweizerisch- 
Amerikanischen 
91, and Blumenstein, Archiv fiir Schweiz. 
gabenrecht XXI 164-165. 
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However, double taxation conventions 
dealing with questions of reinsurance re- 
main the exception rather than the rule. 


Judicial authorities in the United States, 
the United Kingdom and in Australia, on 
the other hand, have dealt with the question 
on the basis of their national laws. The 
United States, and Australia, federal Su- 
peme Courts have decided against the 
rights of the states to tax the foreign re- 
insurer, unless he had established (what is 
tantamount to) a “permanent establish- 
ment” in the state. The British courts, on 
the other hand, hold the foreign reinsurer 
amenable to tax, in England, not less than 
the foreign insurer. 
For the United States law, it remains 
open whether the Supreme Court would 
come to the same decision if no question 
f interstate commerce were involved in the 
fscal problem of the foreign insurer—that 
if the fiscal authority of the federal 
Similarly, the 
estriction imposed by the Swiss federal con- 
states’) 
faxing power has been held to apply only 
to interstate double taxation, and could not, 
according to Swiss practice, be invoked in 
international tax conflicts.° 


In questions concerning conflict of laws, 
the problem of the law applicable to inter- 
national reinsurance has yet to be settled. 
Continental theory sometimes used to apply 
the statute of the domicile; * 
however, in both English and French theory, 


reinsurer’s 


lifferent views are held.* 


to the 
There is 


Neither is there agreement 

extent of the regulative power.’ 
relatively little practical interest in the regu- 
ation of it is con- 
cduded between companies who do not need 
state control for the protection of their 


ghts.” 


as 


reinsurance business; it is 


‘Swiss Bundesgericht, BGE 24 I 175; 48 I 387. 
‘TE. Bruck, Zwischenstaatliches Versicherun- 
grecht p. 15; Voigt, See Versicherungsrecht 
84. 

§M. Wolff, Private International Law (Lon- 
don, 1945), p. 442; see also Ritter, cited at foot- 
note 28, at p. 165. La Pradelle, Rep. du droit 
international, 1931, s. v. Réassurance X 384 n. 9; 
For Italian 


‘Haw, see the decision In re Anglo-Italian Insur- 
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mee Company of the Corte di Cassazione, 
15.1933, Riv. dir. commerce. XXXII.35. 

*See the German decision Reichsfinanzhof 
RFH 34, 76. For stamp duty purposes, re- 
issurances are generally assimilated to insur- 
ances; Art. 1049 of the French Code Général 
tee Impots, and the English decisions Motor 
Union Insurance Company Ltd. v. Mannheimer 
Versicherungs A. G., (1933) 1 K. B. 812; Eng- 
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United States Precedents 


The American theory (and judicial law) 
on the regulating (and taxing) power has 
been summarized thus: 


Under the United States Constitution, 
the state has power to impose on the 
receipts of corporations a license fee, or 
tax, for the privilege of engaging in busi- 
ness within the state’s borders (at least 
insofar as the tax is reasonable); foreign 
reinsurance companies may be liable to such 
tax for the privilege of doing reinsurance 
business within the taxing state” But 
statutory provisions thus regulating the 
foreign company’s business can, in view of 
the limitations imposed upon the taxing 
power of the state by the federal Constitu- 
tion, apply only if the taxing state has 
power to prohibit the corporation from 
engaging in an activity, that is, if the for- 
eign company is actually doing business 
within the state; this is a question largely 
of fact, to be determined by the circum- 
stances of each case.” In determining 
whether business has actually been done 
within the state, the United States Supreme 
Court attaches great weight to the degree 
of interest of the state in the object insured, 
and the location of the property insured.” 
Ordinarily, however, reinsurance transac- 
tions are held to constitute business (only) 
in the state where the contract is consummated, 
and reinsurance of risks has been held to 
be unconnected with, and not to constitute 
doing business within, the state of resi- 
dence of the original insured. In Connecticut 
General Insurance Company v. Johnson,“ the 
United State Supreme Court held that 
the State of California was not, under the 
Fourteenth Amendment, entitled to tax the 
Connecticut company on the proceeds of re- 
insurance written for California companies, 
the State of California could not tax 
a foreign company on its activities outside 


as 


lish Insurance Company Ltd. v. Official Re- 
ceiver, (1929) A. C. 114, 124. 

10German Versicherungs-Aufsichtsgesetz, par. 
116; Hagen, Versicherungsrecht, in Ehrenberg’s 
Handbuch des gesamten Handelsrechts VIII 595, 


and RGE 153, 185. The New York State Insur- 
ance Law (Consolidated Laws, Book 27) S. 41, 
includes under the term ‘‘doing insurance busi- 
ness,’’ ‘‘any kind, including re-insurance busi- 
ness.’’ 

Cf. 54 Columbia Law Review 261, 271, 
state taxation and interstate commerce. See 
also Baltica Insurance Company v. Carr, 330 
Ill. 608; Pittsburgh Life & Trust Company v. 
Young, 172 N. C. 470. 

” Hoopeston Canning Company v. Cullen, 318 
U. S. 313; 44 Corpus Juris Secundum 82. 

1344 Corpus Juris Secundum 82 at note 44. 

14 303 U. S. 78. 


on 
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its territorial limits. The Connecticut 
company (in the view of the United States 
Supreme Court) undertook only to indem- 
nify the California company against its 
losses, and the reinsurance contract called 
for no action on the part of the Connecticut 
company in California; but reinsurance 
which does not run to the original insured and 
which involved no action in California (not 
even the settlement of claims) on the part of 
the reinsurer was held not to be embraced 
in any privilege granted by the State of 
California, and therefore could not be sub- 
jected by the State of California to any 
privilege tax. 


Precedents 
in the British Commonwealth 


Substantially the same reasons were 
applied by the Supreme Court of the Com- 
monwealth of Australia.” It may 
nificant that before both the United States 
and the Australian Supreme Courts the 
state authorities argued the alternative pos- 
sibility of taxing the foreign reinsurer by 
the “indirect method”: by disallowing the 
deduction of premiums paid to foreign re- 
insurers (not doing business in the taxing 
state) in the computation of the reinsured 
company’s insurance profits. If, in comput- 
ing the taxable profits of the reinsured, 
the premiums paid to the foreign reinsurer, 
and the amounts paid by him to the reinsured 
(commission and claims), are disallowed, 
the effect, of course, is: to tax, at the 
normal tax, the net 
insurance premiums, without any allowance 
for the management 
world-wide The foreign 
would be taxed by a withholding tax, as it 
were, on the receipts, rather than the profits, 


be sig- 


rates ot mcome Sa 


reinsurer’s costs or 


losses. reinsurer 


of his business.” 

English law and English courts, on the 
other hand, hold the state entitled to regu- 
late the foreign reinsurer’s business in the 
United Kingdom (and therefore to tax it) 
according to English law. Thus, the House 
of Lords, in 1925, held that a foreign rein- 
surer carries on insurance business in the 
place where the property originally insured 
is situate.” This case dealt with govern- 
ment regulation with respect to the 
insurance of United Kingdom (fire) risks; 


% Tariff Re-insurance Company Ltd. v. Com- 
missioner of Taxes (Victoria), 1 A. I. T. R. 280. 

1% This ‘‘indirect method’”’ of taxing the for- 
eign insurer apparently originated from Europe. 
For a parallel provision of the German Income 
Tax Law, see the decision of the Reichsfinanzhof 
of September 30, 1936, RFH 40, 104. 


re 
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it established the rule that for fiscal, as well 
as for merely regulating, purposes, there is, 
in English law, no material difference be. 
tween the business of the reinsured and the 
reinsurer. 
ing reinsurance (or coinsurance), by a grou 
of United States insurance companies, 
risks underwritten by two United States 
companies in the United Kingdom, the 
English high court unhesitatingly treate( 
the American reinsurers as liable to tax 
in England.” 


In a more recent case, concern- 


Taxation Powers 
of the Sovereign State 


On the international level, the fiscal 
question and the issues of international law 


tion « 
stab] 


yenier 
would 
ton c 
faxati 
ree t 
fax di 
relatit 
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transa 
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ton, 

conve 


cannot be judged according to precedents}, 


based on state law. 


The decisions of the United States and 
Australian Supreme Courts on the taxability 
of foreign reinsurers (as stated) were based 
on the restrictions imposed upon the state’s 
taxing by a federal constitution 
The right of the state to tax “interstate 
commerce” (including the activities of non- 
resident traders) must be restricted in the 
interest of the federation; but if the fed: 
eral law prohibits (according to the “judicia 
law”) taxation of the foreign reinsurer by 
the state, this does not preclude the federa- 
tion from taxing the nonresident. 


powers 


The. question at issue on the third—the 
international—level may be formulated thus 


Can a sovereign state be prevented from 
levying tax on the profits of the foreign 
reinsurer from reinsuring risks situate within 
the state?” 


Whether it is convenient to levy such 
whether double taxation conventions 
should regulate the taxation of the 
resident reinsurer, and how his profits are 
to be computed, are all different questions; 
their discussion will not necessarily in 
fluence the decision on the principal ques- 
tion. If the nonresident reinsurer is taxed 
on his “local” profits, this might induce 
some reinsurers to discontinue reinsurance 
but the fiscal authorities might 
nevertheless be within their rights (and 
duty) in demanding tax. Double taxa- 


taxes, 
non- 


covers; 


“ Forsikrings AS ‘National’? v. Attorney 
General, 1925 A. C. 639 (House of Lords). 


1’ American Foreign Insurance Association ¥. 
Davies (H. M. Inspector of Taxes), 32 T.C.1 

” As to the Swiss constitutional rule against 
double taxation, see E. Blumenstein, Schweizer 
isches Steuerrecht, p. 132, and the decision of 
the Swiss Supreme Court, BGE 39 I 576. 
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ton conventions might make 
stablishment” a condition precedent 
faxation of the 
the conclusion a convention, the local 
fscal law might tax without proof of perma- 
nent establishment. If the taxation powers 
{f the sovereign state did not cause incon- 
ynience to international commerce, there 
yould be much less need for double taxa- 
fon conventions, Unless limited by double 
axation conventions, a sovereign state 
free to extend, by internal legislation, its 
ax demands to all economic transactions 
relating to, or connected with, its territory; 
und each state is free to rule what economic 


foreign reinsurer; but until 


ot 


is 


transactions relate to its territory. There is 
10 international prohibition of double taxa- 
tion, outside the double taxation 
onventions, there is no international fiscal 
aw (as yet).” 


because, 


authors have far to 
conclude from these principles that double 
faxation ought to be subject 
fo restrictive interpretation rules, because 
these limit the pre-existing 
right of the sovereign state.” This may be 
ging too far; but without a double taxa- 
tion convention no could 
be prevented from acts resulting in double 
taxation. 


Some gone so as 


conventions 


conventions 


sovereign state 


already exists this rule 
law: that the powers of 
sovereign state (in international not 
than in interstate commerce) should 
not be exercised unreasonably against the 


Perhaps there 
{§ international 
the 
less 
foreigner, or enlarged to an unreasonable 
extent. However, if the local taxation au- 
thorities do not accept the views expounded 
by the United States Supreme Court, they 
would not extend their fiscal demands un- 
reasonably. British precedents and practice 
establish the rule that the foreign reinsurer 
is subject to the regulation, and _ fiscal, 
power of the territory in which the prop- 
erty insured under the original policy is 
situate; and no state fiscal authority would 
act unreasonably in following the British 
precedent. 


In international law, therefore, taxation 
of the foreign reinsurer could be restricted 

* Baumgartner, Archiv fuer schweizerisches 
Abgabenrecht XX 419. 

* Maxime Chrétien, Existe-t-il un droit inter- 
National fiscal commun? Rev. crit. et du droit 
international privé, XLII (1953) 215, 238. 

“See, for example, Art. III of the U. S. A.- 
U. K. Double Taxation Convention 1946; the 
Executive Report No. 4 to the Senate explains 
(p. 14) that this is a ‘principle followed in 
the existing Conventions to which the United 
States is a party.”’ 

% Cited at footnote 14, at p. 80. 
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only by specific provisions in double taxa- 
tion conventions. 


At the same time, an inquiry into the 
practice of the existing international fiscal 
law (that is, the double taxation conven- 
tions) is not superfluous. As will be seen, 
the taxation powers of the sovereign state 
are not limited by existing conventions, so 
as to prevent taxation of the foreign re- 
insurer. 


Standard Clauses 
of Double Taxation Conventions 


Double taxation conventions in (what 
has virtually become) a standard clause, 
restrict the taxing state in the taxation of 
nonresident enterprises of the other con- 
tracting state, to “enterprises engaged in 
trade business through a permanent 
establishment situated in the taxing state.” ™ 
The nonresident enterprise not only must 
be engaged in business in the taxing state, 
but must be so engaged through a perma- 
nent establishment. 


The United States Supreme Court, in 
Connecticut General Insurance Company v. 
Johnson,* denied that the nonresident re- 
insurer was doing business in California at 
all. A foreign reinsurer may be “doing 
yusiness” even if no contracts of insurance 
are actually signed in the state;™ but, as 
stated above, taxability was denied because 
“the re-insurance does not run to the 
original insured and involves no act on 
the part of the re-insurer in the territory of 
California.” 

If the foreign reinsurer not “doing 
business” within the taxing state, the stand- 
ard double taxation convention would effec- 
tively prevent the taxation of his profits. 


or 


is 


However, detailed examination indicates 
that the views based by the United States 
Supreme Court on the Fourteenth Amend- 
ment cannot apply in the question of inter- 
national fiscal law. 


The Supreme Court would admit taxa- 
bility of the foreign reinsurer if there were 


** Hoopeston Canning Company v. Cullen, 
cited at footnote 12, at pp. 316, 317 (‘‘business 
may be done in a state although not a 
single contract was ever signed within the 
state’s boundaries’’). 

In an earlier case (Commercial Mutual Acci- 
dent Company v. Davis, 213 U. S. 245, 255) the 
United States Supreme Court seems to have 
considered sufficient for the business situs the 
fact that the company collected premiums in 
Missouri and had the right to investigate claims 
there. 
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“privity of contract” between the reinsurer 
and the original insured. 


Privity of Contract Between 
Reinsurer and Original Insured 


Reinsurance, as a rule, creates no privity 
of contract between the reinsurer and the 
original insured. However, this is not 
necessarily so; at least, privity of contract 
may be created without affecting the juridi- 
cal nature of the reinsurance (or the origi- 
nal insurance) contract. 


Privity of contract between the reinsurer 
and the original insured may be created by 
acts (and omissions) on the part of the 
reinsurer, but also without his agreement 
and without any act (or omission) on his 
part. 


Thus, privity of contract has been as- 
sumed under English law where the re- 
insurer allowed a statement as to his 
guaranteeing the obligations of the re- 
insured to be placed on the policy; the 
court held that the reinsurer was (by this 
omission) estopped from denying his lia- 
bility as against the original insured.” 


In a recent German case, the direct 
liability of the reinsurer vis-a-vis the origi- 
nal insured was assumed because the 
reinsurer had acted in the investigation 
and liquidation of the insurance claim under 
the policy as agent for the reinsured and in 
his own name.** 


Direct liability of the reinsurer vis-a-vis 
the original insured may be created by 
agreement between the retnsured and the 


23 In re National Benefit Association Limited, 
(1922) 2 K. B. 184. 

26 Oberlandesgericht Koeln, March 17, 1952, 
Versicherungs Recht 1953, p. 131. (In that 
case, the reinsurer had offered ‘‘in his own name 
and on behalf of the re-insured,’’ to pay a 
certain sum in settlement.) Generally, privity 
of contract is not assumed; see the recent 
decision of the German Bundesgerichtshof, 
Versicherungs Recht 1953, 250. 

2 Reichsgericht, Entscheidungen in Zivil- 
sachen 5, 113. At the time of the decision, the 
extent of the liability of the reinsurer, in the 
event of the bankruptcy of the reinsured, was 
still under discussion (see p. 717, below). 
Once the reinsurer was held liable to the full 
extent of the reinsurance, even though the 
reinsured had become bankrupt and was unable 
to pay his liability under the original insurance 
in full, the general creditors (and not the 
original insured) obtained the full benefit of the 
reinsurance; and transactions of the type de- 
cided upon in the German case could not take 
place. However, assignments of this type have 
never been held to be illegal, or against the 
ordre public (see cases decided by state courts 
in the United States, such as Glen v. Hope 
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original insured; the reinsured may assign his 
rights under the reinsurance contract to 
the original assured. 


Cases of this type have been reported 
not infrequently. Where the reinsured was 
unable to meet his liability under the 
original insurance, he tried to satisfy the 
original insured by assigning the rights 
under the reinsurance. 


Thus, in an early case decided by the 
German Reichsgericht,” the reinsured as 
signed his rights under the reinsurance 
to the original insured, in consideration of 
the reinsured agreeing to pay part of the 
amounts recovered to the general creditors 
of the reinsured. 


Or, the reinsurer may agree with the re- 
insured to pay the original insured directly; 
if so, the original insured acquires a direct 
claim against the reinsurer, even though the 
agreement was made between the reinsurer 
and the reinsured, without the participation 
of the original insured.” 


Normaliy, the reinsurer will assume d- 
rect liability only where he takes over the 
business of the reinsured; but this is not 
necessarily so. It has often been assumed 
that 100 per cent reinsurance cover would 
be arranged only where the reinsured de- 
sired to liquidate his (independent) business; 
but 100 per cent reinsurance cover has in 
some cases been used to enable a new 
insurance company to commence operations 
without assuming risks not commensurate 
with the company’s own capital. Similarly, 
the assumption of direct liability vis-a-vis 
the original insured by the reinsurer may 


Mutual Life Insurance Company, 56 N. Y. 379; 
Fischer v. Hope Mutual Life Insurance Com- 
pany, 69 N. Y. 161; McArthur v. Kerr, 10 
N. E. 572 (New York). 

*8 Williston, Treatise on the Law of Contracts 
(revised ed., 1936), II S. 402 N. 3 (where the 
contract is more than a mere contract of in- 
demnity and is made for the benefit of the 
policyholders of the reinsured, the liability of 
the reinsurer may be directly enforced by the 
original insured); cf. Glen v. Hope Mutual Life 
Insurance Company and Fischer v. Hope Mutual 
Life Insurance Company, cited at footnote 27; 
American Bonding Company v. American Surety 
Company, 127 Va. 209. On the law of the 
European continent, see the decision of the 
Italian Corte di Appello at Milan (An. Infortuni 
v. Azienda Tramviaria di Torino), Rivista di 
diritto commerciale XXX 208, 211; but see, 
also, Ritter, Das Recht der Seeversicherung 145, 
Sieveking, Seeversicherungsrecht N. 33, par. 779 
H. G. B. Reinsurance of the entire portfolio 
with one reinsurer may in many instances have 
been a means to amalgamate the insurance 
business of two companies, without losing their 
separate legal existence. 


I L J— November, 1954 





cover 
bility | 
in inte 
reinsu1 
the se 
thant! 
tise th 
ndirec 
insures 
The 
pressly 
lirect 
the re 
f the 
charge 
securit 


Or, 

reinsur 
2S. 

» In 

tion, (1 
na In 

pany oO 
19, 38: 
(at lea 
the rei 
procee¢ 
had p! 
reinsur 
reinsur 
f ‘S. 
In tl 
larly a 
insurec 
cause 

warran 
ing, th 
be rein 
Americ 
lowa 1 
ly, Hw 
Associc 
wag cc 
reinsur 
see, als 
tine In 
8% Yal 
Revieu 
®La 
nation 
Engl 
insure 
surance 
teinsur 
to adm 
the rei 
were a 
tuptey 
by the 
pate ir 
the be 
sured | 
tuptey 
insurer 
cepted 
nental 
by spe 
these, 

against 
dint | 
lowe 


Reinst 


isfover a 


;.glat least) 


number of purposes: Direct lia- 
lility of the reinsurer may be convenient 
in international marine transport where the 
insurer may have greater facilities for 
the settlement of claims in foreign ports 
fan the reinsured; it may serve to adver- 
ise the reinsured’s business and thereby 
indirectly improve the profits of the re- 
aisurer. 

The English Marine Insurance Act ex- 
pressly refers to policies providing for a 
lirect claim of the original insured against 
the reinsurer;” and generally the terms 
ff the policy may be “such as to create a 
charge to give the policy-holders a 
security as against the general creditors.” ” 


Or, the original insured may insist on the 
insured covering his liability by reinsurance ; 


*S. 9(2), Marine Insurance Act, 1906. 

*In re British Imperial Insurance Associa- 
tion, (1878) 47 L. J. Ch. 318, 329. 

“In the English case General Insurance Com- 
pny of Trieste v. Miller, 1 Commercial Cases 
39, 382, 12 TLR 395, the original insured was 
held entitled, in the bankruptcy of 


jhe reinsured, to a preferential charge on the 


jfreinsurance of his liability. 


proceeds of reinsurance, because the reinsured 
had promised the original insured to effect 
(In that case, the 


sireinsured had written policies under the style 


f “S. SYNDICATE (REASSURED).’’) 

In the United States, some state courts simi- 
larly admitted the direct claim of the original 
imsured against the reinsurer—in equity—be- 
cause the original insured had relied upon a 


‘lwarranty, or even only an implied understand- 


ing, that the liability of the first insurer would 
te reinsured. Globe National Fire Insurance v. 
A4merican Bonding and Casualty Company, 198 


/,}lowa 1072; 200 Iowa 847; 205 Iowa 1085; similar- 


may 


379; 


‘vere admitted (as a rule), 


ifthe bankrupt undertaking. 


ly, Hunt v. New Hampshire Fire Underwriters’ 
Association, 68 N. H. 305 (where the reinsurer 
wag considered, in equity, as surety for the 
teinsured in favor of the original insured); 
ve, also, the North Carolina case Shaaf v. Pala- 
tine Insurance Company, 37 S. E. 451. See also 
8 Yale Law Journal 1170; 1936 Harvard Law 
Review 95, note 7. 

®QLa Pradelle, Répertoire du droit 
national 1931, X 383, s. v. ‘‘reassurance.’’ 
English and American insurance companies re- 
iisure the risks they write and accept rein- 
surance from other insurers; they are both 
teinsured and reinsurers. It would be unsound 
to admit, as a rule, privity of contract between 
the reinsurer and the original insured; if this 
then, in the bank- 
tuptey of the reinsured, the reinsurance accepted 
by the bankrupt undertaking would not partici- 
fate in the proceeds of reinsurances placed by 
The original in- 


inter- 


ifuured would get better treatment in the bank- 


‘ftuptcy of 


an insurance company than an 
isurer for whom the bankrupt company ac- 
tepted to write reinsurance. The earlier conti- 
tental systems dealt largely with reinsurance 
by special reinsurance companies ; in relation to 
these, direct claims of the original insured 
gainst the reinsurer could (from the economic 
Wint of view) be allowed, and in fact were 
ilowed by the earlier laws (for example, the 


Reinsurance 


the original insurer may even advertise the 
fact that such reinsurance cover exists. 

In some cases, where the original insured 
knew of the existence of the reinsurance 
and relied upon an (implied) understanding 
that the reinsurance was effected for his 
benefit, both English and American courts 
allowed the original insured to claim directly 
against the reinsurer.™ 

Direct contact between the foreign re- 
insurer and the original insured is therefore 
not legally incompatible with the principles 
of the reinsurance contract; privity of 
contract is at least possible. It is the policy 
of the reinsured (rather than the law of in- 
surance) which prevents such direct con- 
tact; “la réassurance divise les risques, sans 
diviser la clientéle.” ” 


Allgemeines Landrecht, the Prussian law of 
the eighteenth century, 2015 II 8); see also 
Hagen, p. 601. 


Exclusion of the direct claim of the insured 
leads sometimes to strange results: In Novem- 
ber, 1938, Jewish property in Germany was 
destroyed by ‘‘riots."’ Insurances covering a 
large part of the damage (probably several 
million dollars) had been reinsured with foreign 
companies. The documents submitted to the 
International Military Court (Trial of Major 
War Criminals, Vol. XXXVIII, pp. 511-522) show 
how the reinsured (Mr. Hilgard, p. 516) ob- 
tained from foreign reinsurers payment for the 
losses caused while the indemnities were ‘‘re- 
quisitioned’’ (expropriated without compensa- 
tion). The view expressed by the Reich (p. 515, 
Heydrich; p. 519, Goring: ‘‘Die auslaendischen 
Versicherungsgesellschaften muessen zahlen: 
wir beschlagnahmen das’’) may perhaps be 
called a reductio ad absurdum of the principle 
that the insured has no rights against the re- 
insurer: The reinsurer can be compelled to pay 
the insurer who does not even intend to meet 
the claim of the _ insured. However, this 
principle is still retained by continental juris- 
prudence. In 1953, the German courts dis- 
allowed the claim of a West German worker 
against the reinsurer because the reinsured (the 
employer of the claimant) was, and is, resident 
in East Germany, and therefore precluded by 
German legislation to sue for payment (Bundes- 
gerichtshof 13.5.53, Versicherungs Recht 1953, 
250). 


From the purely logical point of view, the 
reinsurer should not have to pay the amount 
insured, unless the reinsured meets his liability 
to the original insured; otherwise, the rein- 
surer pays for the benefit of the general credi- 
tors of the bankrupt. However, this strictly 
logical view (which would immediately avoid 
the utilization of reinsurances for illegitimate 
purposes), while supported by some theorists 
(see 28 Harvard Law Review 302) has not pre- 
vailed. If, according to the established practice, 
the reinsurer must pay the contractual indem- 
nity to the reinsured though the reinsured is 
bankrupt, the logical conclusion would be to 
allow the original insured preferential rights 
in the proceeds of the reinsurance for his insur- 
ance, that is—in effect—privity of contract be- 


(Continued on following page) 
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Seen from the fiscal angle, it would be 
surprising if the tax liability were mate- 
rially influenced by the desire of the first 
insurer (reinsured) to prevent direct con- 
tact. The foreign reinsurer, in interna- 
tional fiscal law, cannot disclaim tax liability 
merely on the ground that there is no 
privity of contract between .him and the 
original reinsured (resident in the taxing 
state): First, the foreign reinsurer does 
not know whether privity has been estab- 
lished by agreement between the reinsured 
and the original insured. Second, he has 
no means of preventing such privity of con- 
tract, even if he knows. Third, the foreign 
reinsurer’s own national law may create 
privity of contract. 

In the recent English High Court case, 
American Foreign Insurance Association v. 
Davies,* at least one of the 15 member 
companies of the American association orig- 
inated in a state whose courts admit (in 
equity) a direct claim of the original insured 
against the reinsurer—in case of the rein- 
sured’s bankruptcy; the English insured in 
England could have maintained a suit against 
the American reinsurer in the courts of the 
reinsurer’s home state.™® 

In international fiscal law, the question 
whether privity of contract exists between 
the foreign reinsurer and the original in- 
sured is therefore hardly of material im- 
portance; but if it were, it would still be 
for the taxing state to rule whether—under 
the terms of its own reinsurance laws— 
privity of contract exists. 


Facultative Reinsurance 


“Re-insurance,” the United States 
Supreme Court in the Connecticut General 


Says 


(Footnote 32 continued) 
tween the reinsured and the original insured. 
The decision on the question of bankruptcy is 
intrinsically bound up with the decision on 
the question of privity of contract (see 28 
Harvard Law Review 302). 

33 See footnote 18 (32 T. C. 1). 

%4See footnote 31 (Hunt v. New Hampshire 
Fire Underwriters’ Association). 

*® As to differences in the interpretation of 
legal terms, see, for example, Art. II(3) of the 
United States-United Kingdom Convention—a 
standard provision in most conventions—and E. 
Bruck, Zwischenstaatliches Versicherungsrecht 
(1924), p. 45. (In general, each state will have 
to ascertain by reference to its own laws whether 
there is privity of contract between the re- 
insurer and the original insured.) 

% Connecticut General Life Insurance Com- 
pany v. Johnson, 303 U. S. 77, at pp. 78, 80. 

%* Under facultative reinsurance, business is 
sometimes even placed with reinsurers through 
brokers (for a fairly recent case of this type, 


718 


Insurance case,” “involves no action on the 
part of the (foreign) re-insurer in the terri- 
tory of the state’ (where the reinsured, 
and the original insured, are resident). This 
view of reinsurance cannot be disputed for 
facultative reinsurance, in which each risk 
(or group of risks) has to be offered specif- 
ically by the first insurer (reinsured) to the 
reinsurer. The reinsurer, in facultative re- 
insurance, is able to select the risks he 
wishes to underwrite; he follows his own 
judgment; he is not bound by the decisions 
of the reinsured and does not participate in 
the success or failure of the reinsured. As 
long as the selection of risks takes place 
by correspondence,” the reinsurer, in effect, 
does nothing within the state of the resi- 
dence of the reinsured, and in that case the 
reinsurance business is carried on ex 
clusively at the domicile of the reinsurer.* 


Treaty Reinsurance 


The situation is quite different in treaty 
reinsurance. By the treaty of reinsurance, 
the reinsurer agrees to reinsure the policies 
which the reinsurer will in future write 
(within the conditions of the treaty). The 
treaty has been called a contract for insur- 
ance; the policy (bordereau) issued on 
behalf of the reinsurer on the individual 
risks reinsured is the contract of insur- 
ance.” The reinsurer for fire risks issues 
to the reinsured what is in effect a policy 
of insurance against loss by fire.” 


Reinsurer Represented by Agent 


Thus, in treaty reinsurance, the reinsured ts 
the agent of the reinsurer. Under the rules 
of treaty reinsurance, the reinsured has 
power to bind the insurer; the reinsurer 


see the Swiss case in ‘‘Blaetter fuer zuer 
cherische Rechtsprechung’’ XX. No. 120). 

388 EF. Bruck, cited at footnote 35, at p. 12. The 
fact that reinsurance premiums are, as a rule, 
remitted to the foreign reinsurer and payable 
at his principal place of business, is not of 
material importance; see Equitable Life Assur 
ance Company v. Pennsylvania, 238 U. S. 145. 

39 Pioneer Life Insurance Company v. Alliance 
Life Insurance Company, 4 Life Cases 621, 374 
Ill. 576. 

” Forsikrings A S “National” v. Attorney- 
General (House of Lords), 1925 A. C. 639, 642. 
In re Law Guarantee Trust and Accident Society 
(Liverpool Mortgage Insurance Company’s case), 
(1914) 2 Ch. 617, 647: ‘‘This is a contract of 
insurance; as contract against loss caused by 
the liability to pay money in certain events, 
it may be described as re-insurance.’’ 

See also Australian Widows Fund Life Assur 
ance Society Ltd. v. National Mutual Life Asse 
ciation of Australasia (Judicial Committee of 
the Privy Council), 1914 A. C. 634, 641. 
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agrees in advance to the policies which the 
reinsured will issue, and to the conditions 
under which each risk will be written by 
the reinsured. The reinsured is thus the 
“attorney-in-fact” of the reinsurer for the 
transaction of all business arising under 
the treaty.” By issuing the reinsurance 
bordereau, the reinsured signs, on behalf 
of the reinsurer, a policy of reinsurance in 
favor of the reinsured (the agent himself); 
but the risk is accepted by the reinsurer as 
soon as the reinsured has underwritten the 
original policy. 

The reinsured has authority to conclude, 
within the framework of the reinsurance 
treaty, an unlimited number of insurance 
contracts on behalf of the reinsurer. The 
reinsured has also power to settle claims 
on behalf of the reinsurer. The claims state- 
ment is (in treaty, as well as in facultative, 
reinsurance) “unconditionally binding on 
the re-insurer, who must accept uncondi- 
tionally all settlements made by the re- 
insured.” Since, in most the 
reinsurer is not directly liable to the orig- 
inal insured, the reinsured has thus power 
to settle, as agent of the reinsurer, claims 
(with himself).” 


cases, 


Under the standard form of double taxa- 
tion convention, and indeed under interna- 


“In treaty reinsurance, the reinsurer does 
not reserve the right to refuse any risks under- 
written by the reinsured; Welford-Otter-Barry, 
Fire Insurance (4th Ed.), p. 404. 

As to the practice, reference may be made to 
the facts in the United States case Hicks v. 
Poe, 269 U. S. 119; the English case Law 
Guarantee Trust and Accident Society v. Munich 
Re-insurance Company, 31 TLR 572, 575; and 
the German cases RGZ 39, 194; 91, 183. 

Treaty reinsurance is thus near to ‘‘reciprocal 
insurance,’’ under which each of the several 
underwriters (a) agrees to indemnify each other 
against the losses specified, (b) appoints the 
same person as attorney-in-fact to transact all 
business arising out of such contract of insur- 
ance (44 Corpus Juris Secundum, par. 1410(b)). 
(See also E. H. Proelss, Versicherungsvertrags- 
gesetz (7th Ed., 1952), par. 187(5)). 

As to the taxability of reciprocal insurance, 
see Hoopeston Canning Company v. Cullen, 
cited at footnote 12, at pp. 313, 319. It is de 
facto a joint venture, and taxability cannot be 
denied, even though the profits are not easily 
allocated. 

* See the German case Dresdner v. Allianz, 
RGZ 91, 83. 

% The mere existence of an agency for the 
adjustment of losses has been held to constitute 
business ‘‘situs’’ for taxation purposes; Hen- 
riques v. Gauthiod Marine Insurance Company, 
199 N. Y. S. 131. 

* Art. II(1)(k), United States-United King- 
dom Convention, 1946; and T. D. 5569, par. 
7.515(a). Art. II(1)(i), United States-Nether- 
lands Convention, 1948. Art. II(1)(f), United 
States-Belgium Convention, 1948. 


Reinsurance 


tional fiscal law, “an agent who has, and 
habitually exercises, a general authority to 
negotiate and conclude contracts on behalf 
of (a non-resident principal)” constitutes a 
“permanent establishment” of the nonresi- 
dent principal.“ 


A foreign reinsurer may have a general 
agent for matters pertaining to his general 
(insurance and/or reinsurance) business.” 
But apart from this “general” agent, the 
foreign reinsurer (at least in the modern 
form of treaty reinsurance) has a “special” 
agent who negotiates and concludes on 
behalf of the foreign reinsurer insurance 
contracts within the framework of the 
reinsurance arrangement. This agent is the 
reinsured himself. 

“An agent having power to contract on 
behalf of his principal, but only at fixed 
prices and under conditions determined by 
the principal, does not constitute a perma- 
nent establishment of such _ principal.” “ 


The reinsured, however, has power to de- 
termine the conditions of each insurance 
contract, because he is free to accept risks 
and to determine (always within the frame- 
work of the reinsurance treaty) the condi- 
tions to which the reinsurer (the principal) 
will be subject.” 


The definition corresponds to the criteria 
adopted by English theory for the ‘“‘situs’’ of a 
business (Cheshire, Private International Law, 


4th Ed., 193). If two nominally independent 
undertakings continuously conclude contracts 
on what is actually an agency basis, a perma- 
nent establishment will have to be assumed 
(see Kennerknecht, K6rperschafts-Steuer-Gesetz, 
K6ln 1926, 23). 

*% See the facts in First Russian Insurance 
Company v. London and Lancashire Insurance 
Company Ltd., (1928) Ch, 922, where the Russian 
reinsurers had a London firm acting as their 
attorneys for all matters arising under the 
insurance contract; also Schwenson v. Ellinger 
Heath Western & Company, 83 Lloyds’ List 
L. R. 79. 

*T. D. 5569, 7.515(a), on the United States- 
United Kingdom Convention; also T. D. 5777, 
7.953(a). The definition of ‘‘permanent estab- 
lishment”’ in S2(f) of the Protocol to the United 
States-Canada Convention includes an employee 
who has general authority to contract. 

# Occasionally, the reinsured appears, on the 
face of the contract, as agent of the reinsurer: 
see, for example, the English case Motor Union 
Insurance Company Ltd. v. Mannheimer Ver- 
sicherungs A. G., (1933) 1 K. B. 812. In earlier 
cases, reinsurance contracts were held by the 
English courts not to involve the relation of 
principal and agent, because the agent owes 
the principal full disclosure and must not make 
profits on the transaction (Glasgow Assurance 
Corporation v. Symondson, 16 Commercial Cases 
109); conversely, on these grounds the reinsured 
may under treaty reinsurance be held to be 
necessarily assimilated to the position of agent 
of the reinsurer. 
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In international fiscal law, the independence 
of the agent abroad has become one of the 
essential conditions if the agency is to 
constitute a “permanent establishment” of 
the nonresident principal, and to render 
him taxable at the place where the agency 
is situate. 


Some jurisdictions seem to draw from 
the same set of facts a different conclusion. 
However, in the interpretation of double 
taxation conventions, it will be possible, 
and indeed necessary, to disregard the na- 
tional law in this respect as well. 


If the reinsured acts, within the limits 
of the reinsurance treaty, as agent for the 
foreign reinsurer, the foreign reinsurer is 
doing—through the reinsured as his agent— 
exactly those things which are needed to 
constitute a “permanent establishment” for 
the foreign reinsurer. 


However, reinsurance is continuously ex- 
panding with the expansion of international 
commerce; and it may be asserted that, in 
the present stage, the foreign reinsurer is 
doing business abroad not through the re- 
insured as his agent, but by participation in 
the business of the reinsured. If this view 
were accepted in international fiscal law, 
the taxing power of the state, with regard 
to profits accruing to the foreign reinsurer 
from such participation in local insurance 
enterprises, would be established beyond 
doubt. 


*’ See the German case Reichsgericht RGZ 153, 
184 (‘‘reinsurance resembles a partnership; the 
partnership character may become so prevalent, 
that the contract could not be considered as 
contract of insurance but rather as a form of 
society or association’’); see also RGZ 20, 42 
and 38, 206; Voigt 195; Sieveking, Seevers- 
icherungsrecht, 20. 

In American Foreign Insurance Association 
v. Davies, cited at footnote 18, the association 
contended that ‘‘each member company has an 
agreed participation by way of re-insurance in 
the foreign business of every member company 
transacted through the Association’ (p. 19), 
and that “the re-insurance arises out of the 
subscription to constitution and by-laws and 
agreement of participation and is a composite 
form of quota-share_ re-insurance.”’ Under 
clause 8 of the association’s by-laws, ‘‘no 
member may write any business in the 
territory operated by the Association except 
by way of participation through the Associa- 
tion’’ (p. 26). The association claimed that the 
members carried on no trade in England but 
simply provided reinsurance. It was held, how- 
ever, that ‘‘the operations conducted under the 
terms of the constitution (sc.: of the Associa- 
tion) were undertaken wholly on behalf 
of and for the benefit of all the 15 companies 
who combined together in the Association. .. . 
Trade was carried on in this country, and 
therefore liability to tax arose .... Whether 
or not there was a partnership a body 
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Foreign Reinsurer Participates 
in Enterprise of Reinsured 


Insurance business can be carried on 
either directly or indirectly (through re- 
insurance). The community of interest 
which exists in many forms of treaty re- 
insurance between reinsurer and reinsured 
has led to the view that reinsurance is, if 
not partnership, at least a venture akin to 
it, a “quasi-societas.” * The community of 
interest is not essential to reinsurance; a 
valid reinsurance contract may exist even 
though there is no such community.” But 
generally the practice of the insurance (and 
reinsurance) companies themselves is to 
consider the terms “reinsurance” and “par- 
ticipation” as interchangeable. Reinsurer 
and reinsured gradually become coinsurers; 
there have even been cases where the 
reinsured was compelled by law to cede his 
business to the reinsurer, and the reinsurer 
decided which portion should be retroceded 
to the reinsured.” 

The economic relationship between re- 
insurer and reinsured is by no means uni- 
form; development has added to the original 
simple form of facultative reinsurance a 
number of stages with widely different 
aspects: 

(A) On the one end of the scale are the 
cases where no community of interest exists 
between the reinsurer and reinsured. In 
facultative reinsurance, the reinsurer merely 


of persons (can) be charged to tax when they 
are trading in that way.’’ 

In the English Insurance Company case, 1929 
A. C. 114, 124, an agreement purporting to be 
a contract of participation was held to be a 


reinsurance treaty; similarly, in In re Home 
and Colonial Insurance Company Ltd., (1930) 
1 Ch. 102, the terms of a participation agree- 
ment were held to be equivalent to reinsurance. 
In Motor Union Insurance Company Ltd. v. 
Mannheimer Versicherungs A. G., cited at foot- 
note 47, the Motor Union Company issued poli- 
cies in its own name, but pro tanto as agent 
of the Mannheimer A. G, as undisclosed prin- 
cipals; the Motor Union Company retained 25 
or 50 per cent of the risk for themselves. The 
court held that the Motor Union Company was 
claiming under a reinsurance contract. (Lord 
Justice Goddard, on p. 820, referring to the 
English Insurance case: ‘It matters little 
whether the parties were called participators, 
partners, or principal and agent; what does 
matter is what was effected .... It was held 
it was re-insurance.’’) 

4#XI Nuovo Digesto Italiano, S. V. Riassi- 
ecurazioni, 573. 

® As to compulsory cession of the entire port- 
folio, see the Italian Decret of 23 November 
1939; the legal status of the reinsurer, the 
Unione Italiana di Riassicurazione, is discussed 
in the Rome decision, Assicurazioni, XX 203. 
For the tendency towards coinsurance see 50 
Harvard Law Review 94, 
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insures one selected risk assumed by the 
reinsured; he is only interested in the ex- 
perience of the policy reunderwritten, and 
not in the results of the reinsured’s business 
—in the same way as the insurer is inter- 
ested (not in the business experience of the 
insured, but exclusively in the risk insured). 
There are some cases, in treaty reinsurance 
as well, where no community of interest 
exists. Thus, where the reinsurer assumes 
the entire excedent of risk over the amount 
retained by the reinsured (100 per cent 
reinsurance in a “traité de trop plein”), 
the reinsured is not interested in the excess 
of loss, and the reinsurer is not interested 
in the loss retained by the reinsured. If 
reinsurers accept insurance of this kind, it 
might be said that the interests of the re- 
insured and the reinsurer entirely 
separate.” 

(B) As a rule, however, the reinsurer 
“agrees to participate in the business of 
the re-insured and to assume by way of 
re-insurance a participation therein”; he 
participates, both in quota reinsurance and 
in quota excedent reinsurance, in the entire 
business of the reinsured (insofar as it is 
covered by the reinsurance agreement). 
Whether or not the community of inter- 
est creates the legal relationship of a part- 
nership is of little interest in the economic 
results and in the fiscal treatment of the 
profits made; both economically and fiscally, 
a joint adventure between the reinsurer and 
the reinsured ® must be treated in the same 
way as a partnership created in accordance 
with the varying requirements of the law 
of the country of the reinsured.™ 


are 


Fiscal Equality of Foreign Reinsurer 
and Foreign Insurer 


On these grounds, the foreign reinsurer 
under treaty reinsurance must be treated as 
having a permanent establishment in the 
country of the reinsured; fiscal practice— 
at least in international law—will have 
to admit that the foreign reinsurer is subject 
to the same rules of taxation as the foreign 
insurer. 


‘In the case of 100 per cent reinsurance, 
only the reinsurer has any material interest. 
It may even be said (see, for example, Ritter, 
cited at footnote 28, Seeversicherungsrecht, p. 
145) that this is mere commission business, not 
Treinsurance. (For a case of this type, see 
German Reichsgericht, RGZ 74, 412.) 

®% The words in italics are quoted from the 
agreement between the American Foreign In- 
surance Association and 15 United States insur- 
ance companies, in American Foreign Insurance 
Association v. Davies, cited at footnote 18. 


Reinsurance 


It is true that to a considerable extent 
fiscal theory, and the courts, have been re- 
luctant to apply to foreign reinsurers the 
rules applicable to insurance business gen- 
erally. The reason may be sought in the 
special character inherent to finance invest- 
ment. 

“The treatment of income from movable 
capital is one of the most complex ques- 
tions that arise in connection with the pre- 
vention of international double taxation.” ® 
The conventions have to divide taxing 
rights and proceeds between the capital- 
exporting and the “debtor” country. But 
with the development of international (or 
supranational) business combines, invest- 
ments in a debtor country need not take the 
tangible form of the transfer of capital (or 
goods). Participation rights in new indus- 
trial undertakings are now often granted in 
consideration of technical knowledge; it was 
logical to tax royalty payments made to a 
foreigner as “annual or periodical gains” 
derived from the “debtor” country. 


Similarly, financial investment (particu- 
larly in banking and insurance) is often 
effected without tangible transfer of capital. 
A supranational banking institution may 
open a branch in an underdeveloped coun- 
try, and do considerable business there, 
without actually transferring capital to that 
country. The exact opposite may happen. 
3anks operating in colonies derive a con- 
siderable part of their working capital from 
the deposits accruing in rapidly developing 
colonies. The colony, in such cases, is of 
course entitled to tax on the profits shown 
in the books of the local bank; but in addi- 
tion, part of the over-all profits of the entire 
business is derived from the operation 
of the funds deposited in the colony and 
should be taxed there. The interest credited 
to the colonial branch (mostly at a nominal 
rate) hardly represents a fair share in the 
over-all profits which the business was 
enabled to make by the accumulation of 
funds from the colony or colonies. 


Insurance business is in a similar posi- 
tion. The world-wide insurance combines 


383 American Foreign Insurance Association Vv. 
Davies, cited at footnote 18 (‘ it would 
appear sufficient for the purpose of assessment 
that there is a joint venture under which busi- 
ness has been carried on in the United 
Kingdom, and that profits have thereby been 
made.’’). 

% Those continental opinions which deny the 
partnership character of treaty reinsurance ad- 
mit the existence of a participation (resembling 
that of a sleeping partner); see, for example, 
Ritter, cited at footnote 28, at pp. 153, 158. 

5 F. E. Koch, The Double Taxation Conven- 
tions (London, 1947), p. 81. 
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derive their profits from the distribution of 
risks; under modern conditions, they could 
not operate profitably without this spread 
of risks. But they can operate, and in fact 
do operate, in many territories without 
making any investments there (out of their 
own capital). Even when they are com- 
pelled to invest locally the insurance re- 
serves of the local business, they do not 
invest their own capital; on the contrary, 
they rather tend to withdraw from coun- 
tries providing for the local investment of 
local reserves.” 


In computing the 
ance business, the 
investments must be 
apart from the profits derived from the 
investment of local reserves, the local taxa- 
tion authorities are entitled to tax a portion 
of the yield of foreign investments, at 
where the local business has not 
received a proper portion of the 
undertaking.” 


local profits of insur- 
profits derived from 
taken into account; 


least 
actually 
capital 
stock of the 

Insurance companies can, and do, operate 
without the actual transfer of capital (in the 
form of money or goods) which used to be 
the outward sign of investment abroad. But 
if it operate the insurance 
business without actual movement of capi- 
tal (“movable capital”), the general concept 
of “permanent establishment” is not applic- 
able to insurance business. That term ‘“con- 
notes a projection of the foreign enterprise 
itself into the territory of the taxing state 
in a substantial and enduring form.’*® An 
industrial corporation cannot operate a profit- 
making business without tangible productive 
operations, and the mercantile undertaking 
(in the normal case) cannot make profits 
on a continuing basis without some transfer 
of capital. But the insurance 
not need the usual outward form of tangible 
investment for its operation; and it is for 
this reason that the practice of international 
taxation takes the collection of premiums 
(or even the mere insurance of risks situate) 
within the territory of 
alent of a “permanent 


is possible to 


business does 


equiv- 


9 59 


a State as the 


establishment. 


‘Some (American) insurance companies 
withdrew from Texas business because of the 
law requiring the deposit of part of the 
reserves on Texas policies in Texas securities.’’ 
S. B. Clough, A Century of American Life In- 
surance (New York, 1936), p. 285. 

* Reichsfinanzhof, £20.4.1935, Archiv 
Schweizerisches Abgabenrecht IV 166, 
RFH 91. 

*’ Koch, p. 51; Mitchell Carroll before the 
Subcommittee on Foreign Relations of the 
United States Senate, May 23, 1945. 

5° See the conventions referred to 
note 3. 
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This has been considered by some authorities 
as a mere legal fiction.” But, as may be seen 
from the extension of the principle in later 
conventions, it is a conclusion necessarily 
drawn from the economic facts: Insurance 
business requires no tangible transfer of capi- 
tal for its operations; it would not be possible 
to require, as in the “normal” case of foreign 
investment, the existence of a permanent es- 
tablishment as a condition for its taxability 


Conclusions 


This is not to say that the conditions laid 
down in international fiscal law and double 
taxation conventions for the “permanent 
establishment” are not fulfilled by the for- 
eign reinsurer: He has a permanent estab- 
lishment in each country where he 
treaty reinsurance. 


accepts 
However, it may show 
to the taxation of the 
can hardly be 
cent 
has 


why 
foreign 
maintained in 
developments. 
one of the largest 
important branches of ; 
A large share of the insurance business is 
concentrated in a comparatively few 
panies, located for the most part in the 
financial centres of the East coast of the 
United States.”" “The business of insur- 
ance has a reach of influence and 
quence beyond, and different from, 
ordinary businesses of the commerci 
world.” If, within the United States, tl 
concentration of reinsurance in the easter 
states has led to attempts on the part <« 
the western states to tax the “foreign’ 
(New England) reinsurer, the new 
and underdeveloped territories may be e 
pected to react similarly. The Commo: 
wealth of Australia, after the Australia: 
high court decided against the taxability « 
the foreign reinsurer, imposed tax upc 
the foreign reinsurer by the “indirect method 
of taxing the reinsured. This method (as hés 
been pointed out above) is disadvant igeolS 
to the foreign reinsurer,;™ if reinsurane 
premiums and reinsurer’s payments are dX 
% 
oF 


oppc »Sition 
reinsurer 
face of re- 
“Tnsurance 
and 


economic 
become most 


commerce 


com- 


conse- 
that of 


state 


Supreme Court (BGE 71 I 351) in fe 


® Swis 
case of the French insurance company /“ 
Providence: ‘‘Contrairement au —— gem- 
ral, et par une véritable fiction, la Convent ~ 
{that is, the Double Taxation Conventi> 
Switzerland-France] admet que les entrepriNs 
d’assurance possédent un établissement sta 
dés l’instant ot elles y percoivent des eat 3 
ou y assurent des risques, méme si l’agent A 
l’entreprise est autonome.’ 

*%U, 8. v. South-Eastern Underwriters Ano 
ciation, cited at footnote 1. 

62 German Alliance Company v. Lewis, 
U. S. 389, 414. 

83 See p. 714 and footnote 16, above. 
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regarded in the computation of the rein- 
sured’s profits, the tax is based upon imputed 
profits which are not always realized in 
the world-wide business of the reinsurer; 
his outlays (commissions, management costs, 
etc.) can be entirely disregarded if the 
local legislature so desires. 

International taxation tends to avoid the 
somewhat crude basis of receipts. 
Conventions either eliminate or reduce 
withholding taxes; withholding tax on in- 
come of the type of rentals has in recent 
conventions been replaced by assessment of 
the income on a net basis.“ In the Mexico, 
and model double taxation 
eross premiums are proposed as 
a subsidiary for the assessment of 
insurance profits. Nevertheless, a with- 
holding tax on reinsurers’ premiums (which 
the “indirect method” is tantamount to,) 
is a retrograde step. It might — under 
unfavorable circumstances — be 
“passed on” by the foreign reinsurer to the 
reinsured; the economic weakness of young 
(and dependent) insurance companies in 
underdeveloped territories lends itself more 
easily to such shifting of the incidence of 
intrastate taxation. However, the tax can- 
not be passed on by the reinsurer if com- 
peting reinsurers are resident in a country 
allowing tax relief against foreign taxation; 
the resulting differential rate of reinsurance 
premiums would make competition impos- 
sible. 


gross 


London, con- 
ventions. 


basis 


“oy 
specially 


As soon as one state admits in a double 
taxation convention the taxability of its 
reinsurers in the other other states 
have to follow. Otherwise, a differential 
tax liability would arise; and the reinsured 
(first insurer) would prefer reinsurance 
with a foreign company paying tax to the 
first insurer’s state, because the first in- 
surer’s own tax liability would thereby be 
reduced. 


state, 


AUTO ACCIDENTS STILL COSTLY 


The cost to insurance companies and 
their policyholders of our nation’s auto- 
mobile accidents continues to well 
over $1 billion a year. 


be 


Leading casualty insurance companies 
paid out more than $730 million last year 
in claims on automobile policies, accord- 
ing to figures released by The Spectator. 
Combined figures for 135 stock casualty 


%* See, for example, the United States-United 
Kingdom Convention, Art. IX, and the United 
States-Belgium Convention, Art IX. 


Reinsurance 


It is therefore in the interest of the re- 
insurer not less than that of the reinsured 
that double taxation conventions regulate 
the taxability of the reinsurer in the state 
of the reinsured. A fair distribution of tax- 
able profits between the tax authorities of 
the capital-exporting country and the debtor 
state encourages the free flow of capital 
and trade. In particular, reinsurance busi- 
ness requires that the distribution of the 
total tax liability of the reinsurer, between 
his country of residence and the countries 
in which he operates, is agreed in advance. 
Without such arrangements, the foreign 


reinsurer may in some cases find his busi- 
ness seriously hampered by double taxation. 


The coexistence of different taxation sys- 
tems affecting world-wide reinsurance com- 
panies will create difficulties; but double 
taxation questions can be settled much more 
easily and present an economic 
hindrance than exchange restrictions.” 


less of 


Reinsurers, in their turn, cede reinsur- 
ances; the reinsurer’s net profit is not 
derived from the net result of any partic- 
ular treaty; it depends as much upon reten- 
tion, aS upon acceptance, of risks. But it 
should be possible to arrive at a suitable 
method of computation the taxable 
profit to be allocated to each country. As 
long as the total tax liability does not ex- 
ceed the liability arising under the laws of 
the reinsurer’s country of residence, a 
mathematically exact formula is not needed. 
The method adopted by France, under the 
Swiss-French Double Taxation Convention, 
and later by Switzerland and Holland,” 
may be sufficient for practical purposes 
(even though it tends to underrate the prof- 
its usually derived from smaller and under- 
developed countries, where premiums are 
sometimes higher—disproportionate to the 
risk—than in the old countries with their 
higher degree of competition). [The End] 


for 


companies showed payments on liability, 
property damage and physical damage 
on automobiles have increased 
more than $33 million over the total for 
1952. Similar figures for these three auto- 
mobile written by 404 
companies 
$500 million 
1953, an increase of $51 million. 


policies 


insurance lines 


stock fire insurance gave 


claims paid as over for 


65 Henry S. Bloch, Proceedings of the Forty- 
Second Annual Conference on Taxation, Na- 
tional Tax Association, 1949, pp. 136, 137. 

* Blumenstein, Archiv fiir Schweizerisches 
Abgabenrecht XXI 164-165. 
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A copyright on an insurance policy would not secure 
to its owner the exclusive right to issue that form 
of coverage, states the author in his discussion of 


A Copyright May Be Wrong 


DAM EAGER lives in Holland, Mich- 

igan, and has a great fondness for tulips. 
3eing an alert insurance agent, he senses a 
real opportunity for the insurance industry 
to perform a new public service by insuring 
the tulip crop against damage by and from 
seven-year locusts, who are about due for 
an appearance. His extensive research goes 
into all underwriting aspects of the problem, 
in fact into all aspects of it, and he publishes 
his findings, recommendations and a model 
insurance policy in a pamphlet, on which he 
secures a copyright. 


But Adam is not the only alert insurance 
man in the country. Another underwriter, 
in Los Angeles, develops a policy for the 
same coverage, for he, too, is a gardener, 
and his zoogeographic studies clearly indi- 
cate to him the imminent need for a policy 
to insure tulips against seven-year locusts, 
especially in Holland, Michigan. His com- 
pany, the very progressive Calhambra Cas- 
ualty Company begins issuing such a policy 
immediately and finds numerous buyers in 
Holland. 


Adam.-is not asleep. He soon learns what 
Calhambra is doing and gets a copy of one 
of the policies. Sure enough, the insurance 
is against a risk that no had 
thought of insuring against before he thought 
up the idea, and the Calhambra policy con- 
Adam’s 
“company,” “‘in- 


one even 


tains many words that also appear in 
policy: “a,” ‘the,’ 
sured,” “risk” and “tulip,” to mention a few 
examples. Sometimes two or three consecu- 
tive words are the same in both policies. 


an,” 


What does Adam do? He threatens to sue 
Calhambra for copyright infringement un- 
less a settlement is made with him. They 
have stolen an idea contained in material on 
which he had secured a copyright, and they 
have issued a policy quite close in form to 
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his copyrighted policy, even containing some 
identical words. 

Farfetched? Not at all. The situation need 
not arise from spontaneous development of 
the same idea by two completely unrelated 
people. Adam might have copyrighted his 
plan and policy years before Calhambra even 
thought of issuing such coverage and, when 
they decided to do so, they might have pre- 
pared a policy in complete ignorance of 
Adam’s policy, or they might have been 
aware of his policy and attempted to make 
theirs as different as is possible where the 
risk is the same in order to avoid—they 
might hope—a suit for copyright infringe- 
ment. 

Before our sympathies carry us too far in 
one direction or another, what is the basic 
problem? It is not an academic problem; it 
is a very real, troublesome problem in the 
insurance industry today. We have a man 
who has secured a copyright on a pamphlet 
which sets forth a plan and which contains 
an insurance policy to implement that plan. 
He thinks the copyright protects his plan 
from exploitation by others and that no one 
else can issue a policy for the same coverage 

\ copyright gives no such protection. It 
presumably gives its holder the exclusive 
right to make copies of whatever the mate- 
rial may be. It does not necessarily do pre- 
cisely that, and in no event does it give its 
holder the exclusive right to use the ideas 
contained in the printed matter. There ap- 
parently are numerous copyright holders 
who have confused a copyright with a pat- 
ent, when it comes to the exclusive right to 
use an “idea” but, of course, even a patent 
does not give its holder the exclusive right 
to use the subject of the patent. The lan- 
guage contained in the former patent statute 
said that the holder had the “exclusive right 
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By RAY D. HENSON 
Attorney, Law Department, 
Continental Casualty and 
Continental Assurance Companies, 


Chicago 


to make, use, and vend the invention,” * and 
this was unfortunate and misleading, since 
a patent has no such effect 
holder, as the act now says, only the “right 


and gives its 


to exclude others from making, using, or 
selling the invention.” ” 

If John Smith printed a book containing 
the King James version of the Book of Job 
and the Gospel According to St. Matthew, 
together with his own portraits of the au- 
and an introduction, put “Copyright 
1954 by John Smith” on the title page, and 
sent two copies with the proper completed 
forms to the Register of Copyrights, he prob- 
ably in due time would get a notice of copy- 
right registration. He would hardly get the 
exclusive right to copy most of what he had 
printed, however, and he certainly would 
have no monopoly on any ideas presented in 


thors 


the book. In other words, securing a copy- 
right involves no determination of novelty 
or originality in the material;* it is auto- 
matic if certain simple steps are followed.‘ 
Whether the copyright registration is worth 
whatever it may different 
question, 


have cost is a 


Whatever one may think of the “spawned” 
patents with which we are currently being 
favored, at least the Patent Office makes 
some effort to reject or limit those applica- 


tions which clearly infringe on prior patents. 
The courts may feel that the statutory re- 
quirements of patentability are occasionally 
laxly enforced by the Patent Office, but that 
is another story. Certainly, there is no search 
for originality or anything else in connec- 
tion with a copyright.’ This is not to say 
that in enforcing a copyright the question 
of originality may not be of prime impor- 
tance, but since the issuance of copyright 
registration is automatic, many copyright 
holders have a misconception of their rights. 

What protection is there for an idea? 
More specifically, what protection is there 
for an idea concerning new insurance cov- 
erage? The short answer is: not much, if it 
cannot be reduced to a mechanical (patent- 
able) form, and an insurance policy cannot be. 

A copyright on an insurance policy is a 
rather futile right, about as substantial as 
what would be left of the copyright regis- 
tration itself one minute after a lighted 
match had touched it. Such a copyright 
would not secure to its owner the exclusive 
right to that form of coverage. It 
would at most protect a sequence of words.® 
How far this protection would go is ques- 
tionable, two policies covering the 
same risk will generally contain much the 
same language not because of simple copy- 
ing per se, but because it is inherent in the 
business, the sine qua non of the game. A 
copyright on a policy is about the same as 
a copyright on a printed deed form contain- 
ing the statutory language required to con- 
vey a piece of land, with a statutory form 
of acknowledgment added. 

What about copyrighting a pamphlet set- 
ting forth an idea or plan for some new 
coverage? Fine for the sequence of words 
used to describe the plan, if that is what 
you want to protect, but you will not pro- 
tect the plan that way.’ Once you 
have published your idea, anyone can use 
it—and probably will, if it looks profitable. 


issue 


since 


idea or 


Perhaps as good a way as any to get some 
compensation for an idea is to develop it 


(Continued on page 752) 





1 Revised Statutes, Sec. 4884, as amended by 
act of May 23, 1930, Ch. 312, Sec. 1: formerly 
35 USCA Sec. 40. 

*35 USCA Sec. 154. 

* Indeed, it is possible for two people to have 
valid copyrights on substantially the same liter- 
ary work, if copying is not involved. See Fred 
Fisher, Inc. v. Dillingham, 298 F. 145. 

17 USCA Sec. 10: ‘‘Any person entitled 
thereto by this title may secure copyright for 
his work by publication thereof with the notice 
of copyright required by this title.’’ Sec. 13: 


“After copyright has been secured by publica- 
tion of the work with the notice of copyright 
as provided in 


section 10 of this title,"’ two 


Copyright 


copies and certain completed forms are sent to 
the Register of Copyrights. 


‘It is interesting to note that in Mazer v. 
Stern, 74 S. Ct. 460, the Supreme Court held 


valid a copyright of a statuette primarily in- 
tended to be used as a lamp base for sale in 
commerce. While a copyright may be secured on 
“works of art’’ or reproductions thereof (17 
USCA Sec. 5(g), (h)), an article of manufacture 
would seem to be more appropriately protected 
under a design patent, where there is a require- 
ment of originality. (See 35 USCA Sec. 171.) 

® Dorsey v. Old Surety Life Insurance Com- 
pany, 98 F. (2d) 872. 

7 Baker v. Selden, 101 U. S. 99. 
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These remarks by the counsel, Atomic Products Division, 


General Electric Company, were made before a meeting of 
the Atomic Industrial Forum in September in New York 


Insurance Problems of the Ato 


. HE growing atomic industry needs in- 
surance protection, particularly against 
third-party liability. The reasons for this 
are apparent to those who have been think- 
ing about the problem. First, the magni- 
tude of possible atomic catastrophe is such 
that liabilities could easily exceed the assets 
of any corporation which was found to be 
the legal cause of the mishap. A financially 
sound industry and society require that this 
great risk be spread as widely as possible. It 
is neither sound economics nor moral to 
permit the atomic industry to start down 
the road of relative freedom uninsured any 
more than it is to generally permit auto- 
mobiles to be operated without insurance. 
In view of the magnitude of the accidents 
that are remotely possible, many, if not most, 
of the participants in the atomic field would be, 
in effect, judgment proof. Such a condi- 
tion is not desirable in either the short or 
the long run. 


The second reason why the atomic in- 
dustry needs the insurance industry is that 
insurance is an efficient and desirable method 
of spreading the risk. There are other ways 
of doing it, but private insurance has de- 
veloped a great skill and ability to be of 
service in this field, using methods which 
are consistent with our private enterprise 
system. 

The third reason is that industry needs 
the policing and safety advice which it has 
come to expect from the insurance industry. 


While these 
vious, it may be necessary to “pass a miracle” 
before techniques can be developed which 
will adequately solve the problem. Funda- 
mentally, the reason for that the 
problem is so large and the sums involved 
are so great that a complete reorientation 
of thinking is required, not to mention the 
need to develop new methods of organizing 
reserves to meet foreseeable losses. 
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needs are more or less ob- 


this is 


I would like to discuss some of the fac- 
tors that should be considered in attempt- 
ing to solve this problem: First, I will 
discuss the legal background of the problem; 
next, I will consider some fact 
situations that are typical of those which the 
atomic industry and the insurance industry 
might have to face; then, I will comment 
on what I believe is the present ability of 
the insurance industry; and, finally, I will 
make a proposal, in rough outline, of how I 
think this problem can be met for the im- 
mediate future. 


possible 


Legal Background 
on Third-Party Liability 


It will be helpful to begin by discussing 
the legal background of the third-party 
liability problem and to describe in non- 
technical terms the laws which apply in this 
general field of negligence. 


It has long been established that a manu- 
facturer is liable to his customer for de- 
fective components manufactured or fur- 
nished by him. For example, as far back 
as 1916 the Buick Motor Car Company 
was held liable to the purchaser of an auto- 
mobile when he was injured as a result of 
a defective wheel which Buick had _ pur- 
chased from a vendor and placed on the 
car without adequate inspection. 


The law, which was made in MacPherson 
v. Buick Motor Company, 217 N. Y. 382, 111 
N. E. 1050, has been extended and de- 
veloped. As a result, a manufacturer or 
a supplier is now liable for his negligence 
to anyone in the vicinity of the probable 
use of the device which he supplies. This 
principle covers not only the devices which 
he manufactures and sells, but also devices 
which he purchases and combines with his 
own before selling. To put it in more pre- 
cise terms: 
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By STUART MacMACKIN 


“It is now generally agreed that a seller, 
or other supplier of chattels for a considera- 
tion, may be liable for harm to the person 
4” property of a third person who may be 
expected to be in the vicinity of the chattel’s 
probable use, if he has failed to exercise 
care to make the chattel safe 
for the use for which it is supplied.” (Pros- 
ser on Torts, Section 83.) 

This means that 
with new and great 
liability exposure. Today, a small bolt or 
nut defectively machined may turn up as 
the proximate cause of an airplane crash 
resulting death terrible injury to 
many people. 


reasonable 


today business is faced 
problems of product 


in or 


Modern business has many times faced 
liability resulting from this principle. It 
meets it every day every time a potentially 
dangerous product is sold. The difference 
as this principle applies to the atomic in- 
dustry is one of degree. 

The 
burgh-Des 
phasized 


the Pitts- 
cases have em- 
the importance of this doctrine. 
The litigation arose out of the construction 
in 1942 of certain nonfired pressure vessels 
designed to hold natural gas under pressure 
at a very low temperature. 
were purchased by a utility from a vendor 
which subcontracted manufacture of the 
parts. After a period of successful oper- 


cases known 
Moines Steel * 


series of as 


These gas tanks 


ation, a defect appeared causing a tremen- 
dous fire and extensive damage. Following 
a long period of litigation during which a 
was taken to the United States Su- 
preme Court, the subcontractor was held 
liable and settlements were reported to have 
been made in the amount of approximately 
$9 million. In addition to the large amount 
of money involved, the cases are extremely 
significant because they exemplify the rela- 


case 


* Foley v. Pittsburgh-Des Moines Steel Com- 
pany, 17 Negligence Cases 329. 68 Atl. (2d) 517 
(1949). Moran v, Pittsburgh-Des Moines Steel 


Atomic Industry 


tive unimportance of certain legal defenses 
which a manufacturer of a component might 
claim to have. 

To a certain limited degree a given manu- 
facturer could limit some of his liability by 
means of careful contract language and in- 
demnity provisions. Such provisions will be 
of relatively little value particularly against 
third-party claims because the supplier of 
the defective component is not necessarily 
going to be able financially to back up his 
contract to the degree necessary to save 
his vendee harmless, and contractual dicker- 
ing and fencing is not going to solve the 
broad social problem of protecting the public. 


Possible Fact Situations 

In applying this law to the atomic field, 
one should probably foresee several types 
of “incidents” which, while extremely un- 
likely, are entirely possible. For example, 
it would be for an incident to 
occur at a stationary reactor as a result of 
which unfavorable winds could carry con- 
tamination to a large city. This contamina- 
tion could result in many claims for bodily 
injuries and property damage. Such an 
incident could be caused by the manufac- 
turer’s own alleged negligence or by the 
negligence of a supplier. Claims for dam- 
ages in such a situation could easily exceed 
any existing insurance coverage. 

Another incident that m‘ght antici- 
pate could arise in connection with a mobile 
reactor, whether the reactor was on a sub- 
marine, aircraft or in the form of a 
“package” power plant where the manufac- 
turer have no control over the area 
of In such a situation the 
extent of possible harm would be even more 
indefinite than in the first example, wherein 
the extent of harm was dependent to a large 
degree on the vagaries of the wind. 


possible 


one 


on 


would 


possible use. 


It could be concluded, therefore, that an 
atomic business and suppliers of materials 
and parts for use in the atomic field could 
incur a tremendous liability irrespective of 
whether the mishap were caused by a de- 
fective component of the atomic business’s 
manufacture or that of a supplier. 


Present Limits of Available Insurance 


It is against this background that some 
have made a sincere effort to 
secure insurance with respect to certain 
actual and to determine the extent 
to which insurance would be available with 
Company, 15 Negligence Cases 750, 166 F. (2d) 
908, cert. den., 334 U. S. 846 (1948). 


companies 


risks 
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respect to risks which will be encountered 
in the future. One approach is to use 
brokers. Major brokers have been asked to 
develop insurance proposals in the domestic 
market and in the foreign market. As a 
result of these efforts, we have indications 
that lead us to believe that the maximum 
insurance which would be available on this 
type of risk in the domestic market would 
have limits of two to three million dollars, 
although there are who believe that 
even these limits are optimistic. In the foreign 
market we believe that it will be possible 
to secure insurance with limits of $10 mil- 
lion. It is obvious that these limits are 
completely inadequate to afford protection 
against the kind of risk we are considering. 


some 


Informal approaches have been made to 
certain companies which do not use brokers 
but which, by virtue of their interest in the 
atomic field, were believed to be able to give 
substantial So far ap- 
proaches have been unavailing. 


protection. these 

The reason for this situation is not hard 
to find. Some insurance people who paint 
with a big brush tell me that there just isn’t 
enough capacity in the entire American in- 
surance industry to take on a risk like this. 
Others, who are willing to go into greater 
detail, point to the following reasons. In 
the first place, they say the industry has 
not had opportunity to build up experience 
on the kind of risk we are asking them to 
insure. They have no intimate knowledge 
of the actual danger and they have nothing 
on which to base forecasts of probability. 

Another reason is that they have no pres- 
ent reserves to cover this kind of 
and they do not see any reason why they 
should jeopardize reserves which were built 
up over many years to take care of other risks. 


risk 


Still another reason, which has not been 
talked about much, but which is ob- 
viously in the picture, is the lack of incen- 
tive to the insurance industry. To my way 
of thinking this is a completely valid reason. 
If we are asking the insurance industry to 
help in the progress and development of the 
atom for peacetime use, it is only proper 
that the insurance people be accorded a 
profit as a reward for their risk-taking. At 
the present time, I suppose it is difficult for 
the insurance people to see how they could 
make a profit from this field. One insur- 
ance man, writing in a trade publication, 
put the matter this way: “If you came to 
see me and asked for a gift of a million 
dollars in order to assist you in your de- 
velopment of a new and untried and dan- 
gerous product, you would not be surprised 
if I turned you down. Likewise, when you 
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too 


come and ask for insurance in this field 
where we have no experience, no oppor- 
tunity to build reserves, you should not be 
surprised at our lack of enthusiasm.” 


Proposal 

If we are forced to the conclusion that the 
problem is than the insurance in- 
dustry can meet at the present time, then 
it is necessary to work out some alternative 
I do not pretend to be an in- 
surance man, and I have no knowledge of 
all the problems involved. The following, 
construed 
interested 


bigger 


suggestion. 


therefore, is to be only as a 
from an outsider, 
suggestion which may have some value in 
inspiring discussion and further thougl't on 
this problem. 


suggestion 


In my opinion the only direction we cat 
look to for help is the federal government 
[I do not believe, as a matter of principle, 
that one should turn to the government for 
assistance on problems which can be met 
by private initiative. I am willing to con- 
cede here, however, that at 
problem is bigger than one which c2n be 
met by private industry and, therefore, I am 
willing, reluctantly, to ask the government 
for help. In so turning to the government, 
I believe that this should be our objective 
Private industry should do its very best t 
much of the problem as it cat 
before it goes to the government. Having 
made its best efforts in this direction, it 
should then accept the minimum amount of 
governmental help which i 
order to avoid as far as possible tlhe en- 
croachment of government monopely or 
government control of this phase of the 
insurance industry. 


present the 


solve as 


is necessary in 


I see this matter as an insurance problem 
Contrary to what some people have said, 
I do not believe that this is a situation, which 
should be : 
government largesse. I believe that even- 
tually the insurance industry will Ise able 
to solve and handle the major por:ion of 
the problem itself. The insurance isdustry 
had similar worries and concerns with the 
advent of the automobile. They were able 
to solve the problems of automobile insur- 
ance completely. I have faith that they 
will be able to solve the problem of- atomic 
insurance. : 


handled entirely as a maxter of 


Carl Sandburg once defined poetry as the 
achievement of the synthesis of hyacinths 


I suppose that here the “‘poetry” 
of proper insurance coverage wil} result 
from the achievement of the synthesis of the 
right amount of private endeavor with the 
right amount of government assistance. 
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I would assume, if this suggestion has 
merit, that the insurance industry should do 
ts utmost to develop, with its own re- 
the first tier of coverage with 
jmits of two or three or even ten million 
lollars. This coverage should be limited 
0 major losses and not confused with the 
rdinary insurance which business is in the 
abit of carrying. Probably it should be 
ssued as a deductible policy in order to 
liminate the minor losses. As one insur- 
ce man said to me: “We are not worried 
sbout the minor losses, there probably won’t 
many, but when it comes, it probably 
will be a lulu.” What we want to take care 
f here is the “lulu.” 


sources, 


Having set up a scheme whereby private 
ndustry can take care of the first tier of 
coverage in a catastrophe, I believe that the 
iext step would have to take the form of 
federal legislation. This legislation should 
provide, in essence, that the government 
will furnish the in very 
substantial limits. This coverage 
could take a form similar to war-risk in- 
surance. I realize that war-risk insurance 
vas never really put to the test during 
World War II. If we had experienced a 
major loss from war action, the War Dam- 
age Corporation would never have been in 
a position to turn $210 million back to the 
United States Treasury. However, the war- 
tsk insurance plan does have 
vhich are desirable. For instance, it 
lied on the skill, efficiency and organization 
f the existing insurance industry. It 
woided setting up a duplicate federal ma- 
chinery to issue and to handle 
claims, thereby conserving manpower. It 
used, to a large degree, conventional insur- 


excess coverage in 


excess 


elements 
re- 


policies 


ance policy forms and practices. I believe 
ve should preserve these factors. In build- 
ing on the foundation which was started 


with the war-risk insurance pattern, I be- 


\IFE SPAN INCREASES. 


Average length of life in the United 
States, based on the experience in 1951, 
has increased to a new high of 68.5 years, 


which is a gain of about 20 years since 


statisticians of 


Com- 


the turn of the 
the Metropolitan 
pany report. 


century, 
Life Insurance 


The increases have been greater at the 
younger and diminish 
sively with advance in age. For example, 
11 years have been added to the average 
future lifetime at age five, compared with 
a gain of nine years at age 20, and of 


ages, progres- 


lieve that we should proceed to develop a 
program whereby any atomic industry un- 
fortunate enough to be the legal cause of 
a major accident should have a legally en- 
forceable claim for insurance protection, 
primarily against his insurance carrier, but 
backed up by the resources of the federal 
government. Whether this “backup” should 
take the form of government reserves (with 
the attendant temptation to expend the re- 
serves for other purposes) or merely consist 
of a declaration of Congressional intention 
to appropriate necessary funds as they are 
needed is a matter that great 
deal of consideration. 


deserves a 


The legislative phase of this proposal is 
admittedly going to call for a great deal 
of understanding the part of business, 
the public and Congress. It is going to 
require not only an understanding of the 
need, but also skill in constructing, draft- 
ing and negotiating a sound program which 
will make it possible for the atomic industry 
to proceed and to with confidence. 


on 


gLTrOw 


Conclusion 


America has in the past eight or ten years 
asked for and obtained a miracle from its 
technical and scientific people. It is con- 
tinuing to ask miracle if we are to 
make the peacetime use of the atom practi- 
cal and to keep the country and 
dynamic. One of the most important parts 


for a 
strong 


of this new challenge is being made to the 
lawyers and the “social and financial scien- 
tists’ who must devise ways of integrating 
this tremendous force into our society in 
order that it may be a force for good and 
not just destruction. I hope that we 
in this latter category will be able to per- 


for 


form as magnificently as have the physical 


[The End] 


scientists. 


five years at age 40. Even at age 65 the 
expectation of life has increased by 2.3 
years during the half century. 
sult the average man reaching that age 
can now look forward to 13 additional 
years of life and the average woman to 
about 15% years. Currently the expected 
age at death is almost 71 years for the 
average person who has survived infancy, 
and nearly 75 years for those who have 
attained 


As a re- 


age 50.—Insurance Economics 


Surveys, prepared by the Insurance Eco- 
nomics Society of America. 
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Under the Internal Revenue Code of 1954 


7: HE Internal Revenue Code of 1954 com- 
pletely overhauls our tax laws.’ Life 
insurance and annuity tax law has a new 
look. Important tax relief has been granted. 
Loopholes have been plugged. Uncertain- 
ties have been clarified and new uncertain- 
ties created. 

Only one prior section, applicable to life 
insurance and annuities, has been re-enacted 
without substantial change. All sections are 
renumbered. Several new provisions have 
been introduced. 


Intelligent tax planning necessitates know- 
ing the rules—and the rules of the game 
have changed. This article will summarize 
and compare the rules of the old tax law 
with the rules of the new as they affect life 


insurance company contracts.” 


Retirement Income Credit 


Section 37 (new provisions).—The pur- 
pose of the section is to adjust the prefer- 
ential tax treatment accorded social security 
and certain other federal retirement pro 
grams by granting similar treatment to other 
publicly. administered, private-pension and 
individual programs providing for old age. 


New law.—This section provides a tax 
credit up to $240 for each individual against 
his income tax—if he is eligible. To be 
eligible for all or part of this tax credit, 


the taxpayer must: (1) have received earned 
income of at $600 in each of any ten 
previous calendar years; (2) have attaine 
the age of 65 years before the close of the 
taxable be under a public retire 
ment system; (3) have received the qualify- 
ing type of income; (4) bea 
citizen or resident alien; and (5) have com 
puted the tax credit on his tax return.® 


least 


year, or 


retirement 


In determining whether he is eligible, the 
taxpayer must understand the definitions oi 
the various terms used, such as “retirement 
“public retirement system” and 
“earned income.” ‘Retirement income” is 
defined (1) in the case of an individual wh« 
has attained the age of 65 years before the 
close of the taxable year, as being incom 
from pensions, annuities, interest, rent an 


income,” 


dividends and (2) in the case of an ind+- 
vidual who has not attained the age of 65 
years before the close of the taxable year 
and is under a public retirement system, as 
being income from pensions and annuities 
only. “Public retirement system” is defines 
as meaning a pension, annuity, retirement 
or similar fund or system established by the 
federal or state government, or certain other 
enumerated political thereol, 
except that such term shall not include any 
fund or system established for members of 
the armed 
fined as including wages, salaries, profes- 


subdivisions 


forces.* “Earned income”’ is de- 


sional fees and other compensation.* 





1The new Code is generally applicable to tax 
years beginning after 1953 and ending after 
the date of enactment, August 16, 1954. The 
sections considered in this article which have 
other effective dates will be specifically noted. 

*It does not include a consideration of em- 
ployee qualified plans. 

* Under Sec. 6014(a), if the taxpayer fails 
to compute his retirement income credit, no 
such credit shall be allowed. 

*Under considerable pressure, the Senate 
amended the House version, limiting retirement 
income to individuals who have attained the 
age 65, to include individuals under 65 subject 
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to a public retirement 


ystem. See S. Rept. 
pp. 748-780 (accepted by Conf. Rept., pp. 22-23) 
Perhaps this preference for government em- 
ployees is based on the theory that people age 
more quickly when toiling for public wages. 

***Karned income’’ as defined in Sec. 37(g) 
has the meaning assigned to such term in Sec 
911(b) ‘‘except’ that such term does not include 
any amount received as a pension or annuity.” 
This exception was added by the Senate and 
approved in conference to make clear that pel 
sions and annuities are not included in the 
definition of ‘‘earned income.”’ 
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|By JOHN S. PENNISH, Member, 


Illinois and California Bars, 
and 
ROBERT B. NATHAN, C.L.U. 


Both husband and wife may qualify, and 
a widow or 


widower whose spouse has 
previously received such earned inccme is to 
be considered as having received such earned 
income.” If eligible, the taxpayer is allowed 
a credit against his income tax in an amount 
equal to the total qualifying retirement in- 
multiplied by the 


limited by the following: * 


come lowest tax rate, 

(1) The amount of the qualifying retire- 
ment income taken into consideration shall 
not exceed $1,200 (a) amount 
ceived under social security or other exempt 
federal excluded 
from gross income,’ and (b) less any amount 


less any re- 


programs, or otherwise 
of earned income in excess of $900 received 
by any individual who has not attained the 
age of before the of the taxable 
year;*’ provided that (a) and (b) shall not 
apply to any amounts excluded from income 
under Section 72, relating to annuities, Sec- 
tion 101, relating to life insurance proceeds, 


5 close 


®°H. Rept., pp. 8, Al6: S. Rept., pp. 8,165. 
In a community property state both husband 
and wife may qualify on the basis of the carn- 
ings of the other, since one half of the earnings 
is considered as being earned by each spouse. 

*The lowest tax bracket is currently 20 
per cent. 

Since social security and other types of 
programs are already excluded from 
income, this section provides an adjust- 

duplication. H. Rept., p. 8; 
and S. 


Rept., p. 166, 


otherwise 


give 
ex- 
veteran’s 


as an 
cluded from gross income, 
pensions exempt from taxes.’’ 

WTIf he is under 75, taxpayer must reduce his 
retirement income by the amount of any 
earned income in excess of $990), and if he has 

ned income of at least $2,100 in the taxable 
r, he is not entitled to any retirement in- 
come credit. 

1 Since the amounts received under these sec- 
tions are not includable in taxable income, 
they may not be used to reduce the amount 
of retirement income. H. Rept., p. A117: S. 
Rept., p. 166. 


mple 


»f programs 


A117. 
( 
5 “certain 
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Section 104, relating to compensation for 
injuries or sickness, Section 105, relating to 
amounts received under accident and health 
plans, Section 402, relating to taxable bene- 
ficiaries of employees’ trusts, and Section 403, 
relating to taxation of employee annuities.” 


(2) The tax credit thus computed shall 
not exceed the individual’s income tax for 
the taxable year reduced by the tax credits 
allowable under Section 32(2), relating to 
tax withheld at the source on tax-free cove- 
nant bonds, Section 33, relating to foreign 
tax credit, Section 34, relating to credit for 
dividends received by individuals, and Sec- 
tion 35, relating to partially exempt interest,” 
and, further, cannot reduce the tax below 
zero." 


Comment.—An estimate has been made 
that this provision would decrease revenues 
by $141 million in the fiscal year 1955, and 
benefit 1,500,000 taxpayers. The apparent 
presumption is that this number of tax- 
payers will have the ingenuity to make the 
complicated computation required. It may 
very well be that the taxpayer qualified to 
receive retirement income tax credit will 
contribute a great portion of such credit for 
competent professional services.” 


Because of the complementary nature of 
Section 37 related to social security, 
it may be anticipated that recent changes in 
the social security law will be reflected in 
corresponding changes in retirement income 
credit.” 


as 


The eligibility of individuals who are re- 
tired before the age of 65 under a public 
retirement system discriminates against in- 
dividuals retired before that magic age who 

The Senate report inserted the reference 
to Section 32(2). A Senate floor amendment eli- 
minated reference to Section 34, but the Con- 
ference Committee reinserted it. Conf. Rept., 
pp. 22-23. 

13H. Rept., p. Al6, and S. Rept., p. 165, state 
that this credit cannot reduce the tax below 
zero and, in the event ‘‘the amount of the 
credit exceeds the tax otherwise due, no tax- 
payer shall be entitled to a refund by virtue 
of this section.”’ 

1#For a detailed example computing the re- 

1ent income credit, sce S. Rept., p. 167. 

S. Rept., p. 167, summarizes the present 
ax benefits of this section follows: “. .. 
to allow an v irried individual (using the 
standard deduction), with no dependents to 
receive a Maximum amount of $2,666 of retire- 
ment income tax frce; a married individual 
with no cependents, but with a wife to whom 
the Section is inapplicable, a maximum of 
$4,000; and a married couple, each of whom 
qualifies and each of hom possess retire- 
ment income, a maximu mount of $5,333.’’ 





are not so fortunate as to have been public 
servants, 


Annuities and Certain Proceeds 
of Endowment 
and Life Insurance Contracts 
Section 72° (formerly Section 22(b)(2)). 


—The purpose of the section is to stand- 
ardize income tax treatment of proceeds 
under annuity, endowment and life insur- 
ance contracts and to continue taxing inter- 
est payments as under prior law. 


Prior law.—Interest payments or proceeds 
of insurance company contracts held under 
an agreement to pay interest thereon are 
fully taxable. 


Annuity payments under insurance com- 
pany contracts received during the recipient’s 


taxable year are included in his gross in- 


come in an amount equal to 3 per cent of 
the net premiums plus any other consider- 
ation paid for the annuity until the total net 
amount paid has been returned tax free. 
Additional installments received thereafter 
are fully taxable.” 


Three types of annuity contracts or an- 
nuity provisions under life insurance or en- 
dowment contracts are considered: (1) life, 
(2) refund (period certain) and (3) joint 
and survivor. Payments under all three 
types are subject to the 3 per cent rule. 
However, in joint and survivor contracts, 
the survivor annuity payments are taxed 
under the 3 per cent rule based upon a new 
annuity valuation as of the date of death of 
the joint annuitant, or the value one year 
after death, if the optional valuation for 
estate tax purposes is taken. 


Payments made for life under an endow- 
ment policy are taxed as an annuity. The 
basis used, however, depends upon the time 

16 The effective starting date of this provision 
is January 1, 1954. 

17In 1934 the 3 per cent rule was devised to 
tax currently an amount which would approxi- 
mate the interest portion of each annuity 
payment. The remainder of each payment, 
representing the return of principal, was ex- 
empt until the aggregate of such exempt por- 
tions equalled the consideration. The interest 
factor was arbitrarily set at 3 per cent as an 
approximate average of the interest rates ef- 
fective under commercial annuities. 

1% When election of an installment option is 
made at or after maturity of the endowment 
contract, the maturity value is considered to 
have been constructively received. 

1%” This section does not apply to an annuity, 
endowment or life insurance contract includable 
in the gross income of the wife under Sec. 71 
(Alimony and Separate Maintenance Payments). 
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of selection. If request for installment pay- 
ments based upon life expectancy is made 
prior to maturity, the net premiums plus 
any other consideration paid for the con- 
tract is subject to the 3 per cent rule. If 
request for installment payments based upon 
life expectancy is made at or after maturity, 
the maturity value is subject to the 3 per 
cent rule.” 


Where proceeds are taken in a single sum 
under a life insurance, endowment or an- 
nuity contract, the difference between the 
net premiums plus any other consideration 
paid and the amount received is subject to 
ordinary tax. When a fixed number of in- 
stallments (not dependent on recipient’s life 
expectancy) is received under a life insur- 
ance, endowment or annuity contract, all 
payments are tax free until the net cost has 
Additional installments re- 
ceived thereafter are fully taxable. 


been recovered. 


New law.*—Income tax treatment of 
proceeds of an annuity, endowment or life 
insurance contract has been comprehensively 
revised. Three types of annuity contracts 
or annuity provisions under life insurance or 
endowment contracts are considered: (1) 
life, (2) refund (period certain) and (3) 
joint and survivor. 


The new law excludes from gross income 
that part of the annuity payment which 
equals the net premiums plus any other 
consideration paid, divided by the annui- 
tant’s life expectancy at the time annuity 
payments begin.” Under this arrangement, 
an annuitant would receive his total net 
deposits tax free if he exactly lives out his 
life expectancy, but if he lives beyond his 
life expectancy, the excludable portion of 
each annuity payment would continue to be 
the same.” An annuitant living beyond his 
life expectancy, therefore, will recover tax 
free more than the amount paid for the 
annuity. 


°° However, with respect to the primary an- 
nuitant of a joint and survivor annuity, who 
has died after 1950 and before 1954, the former 
law permitting a stepped-up basis is retained. 
The survivor’s investment in the contract is 
determined under Sec. 113(a)(5), 1939 Code, 
less any amounts recovered tax free before the 
annuity starting date. 

2 Example: Under old law, prior to maturity 
of a $10,000 20-year endowment contract, an 
owner elected to have the proceeds paid as a 
life annuity of $536.40 a year (20 years certain). 
Net premiums paid for the contract amounted 
to $8,500. Each year $255 is taxable (3 per 
cent X $8,500) and $281.40 is exempt ($536.40 — 
$255). The life expectancy cf the beneficiary 
was about 21 years, but he would have to live 
nearly ten years beyond this life expectancy 
to recover his entire cost tax free. 
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The basis of an insurance company con- 
tract having a refund feature is reduced by 
the value of any such refund (computed 
without discount for interest) as of the 
annuity starting date. In the case of the 
joint and survivor annuity, the cost is to be 
apportioned over the combined life expect- 


ancy of the annuitants.” 


Life annuity—Example.—A purchases for 
$50,000 an annuity contract which will pay 
him $3,900 per year during his lifetime. At 
his death, there are no further payments. 
At the date of the first annuity payment, 
A’s life expectancy is 15 The ex- 
cluded portion of each $3,900 payment will 
be $50,000 divided by 15, or $3,333. The 
balance of $567 will be included in income. 


years. 


Refund annuity—Example.—A _ purchases 
for $50,000 an annuity contract which will 
pay him $2,900 per year during his lifetime. 
At his death, annuity payments will be con- 
tinued to a beneficiary until the sum of 
guaranteed payments equals the considera- 
tion. If we assume that a life annuity would 
have cost A $37,500, the $12,500 difference 
is the discounted value of the refund feature. 


Interest is attributable to the average 
expectation of lapse of time prior to death 
of the annuitant (determined by actuarial 
tables). Assume such interest is $3,000; 
when added to the $12,500 it totals $15,500; 
this amount subtracted from $50,000 results 
in a figure of $34,500. Divide this by 15, 
and it equals $2,300—the amount to be ex- 
cluded from A’s income for his entire life, 
while $600 will be included. 


Joint and survivor annuity—Example.— 
A purchases for $50,000 an annuity contract 
which will pay him and his wife $2,900 per 
year during their joint lives and during the 
life of the survivor. At the date of the first 
annuity payment, their joint life expectancy 
is 20 years. The excluded portion of each 
$2,900 payment will be $50,000 divided by 
20 or $2,500. The balance, or $400, will be 
subject to income tax during the lives of 
both, or the life of the survivor. 


Dividends received as part of annuity pro- 
ceeds after January 1, 1954, are to be sub- 
ject to income tax in full. 


Any annuity payments received tax free 
prior to January 1, 1954, will be deducted 
from the net paid premiums to determine 
adjusted net cost. This adjusted value will 
then be subject to Section 72, using the life 
expectancy of the annuitant as of January 1, 
1954. The excluded part of each payment is 


then determined by dividing adjusted net 
cost by the remaining number of installments. 


Example.—A purchased for $50,000 an 
annuity contract which would pay him 
$5,300 per year for ten years. A received his 
first annual installment in 1953. Under prior 
law, no part of the proceeds was subject to 
income tax. Therefore, in the taxable year 
1954, the net cost of the contract ($50,000 
less $5,300, or $44,700) is divided by the 
remaining fixed number of installments 
(nine). The result is $4,966.67, the annual 
portion to be excluded, while the difference 
($333.33) is subject to income tax. 


If payments are made for life, whether 
under an annuity, endowment or life insur- 
ance contract (paid other than by reason of 
the insured’s death), proceeds are taxed as 
described earlier. If proceeds are taken in 
a single sum under a life insurance, endow- 
ment or annuity contract, the tax is com- 
puted as though distribution had been made 
equally in three installment, one in the year 
of receipt and the others in the two preced- 
ing years. 


If a fixed number of installments (not 
dependent on the recipient’s life expectancy) 
is used, the excluded part of each install- 
ment is found by dividing the net cost of the 
contract by the fixed number of installments. 


Example.—A purchases for $50,000 an 
annuity contract which will pay him $5,300 
per year for ten years. The net cost of the 
contract ($50,000) is divided by the fixed 
number of installments (ten). The result 
is $5,000. Therefore, $5,000 of each annual 
installment is excluded; the difference ($300) 
is subject to income tax on ordinary basis. 


The rules described above apply to amounts 
received under a matured endowment con- 
tract if the policyholder elects to take such 
payments within 60 days after he has the 
right to receive a single sum. If the 
policyholder elects to take income payments 
after the 60 days, then the lump sum will 
be taxable in the year of maturity under 
the doctrine of constructive receipt. 


Interest payments continue to be fully 
includable in gross income if any amount 
is held under an agreement to pay interest 
thereon. 


Comment.—Under prior law, where the 
amount paid for the annuity represented a 
large proportion of its value at the time pay- 
ments began, the annuitant was rarely able 
to receive tax free the amount he had paid 
for the annuity. Where the amount paid for 





22See discussion of Sec. 691(d). 
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the annuity represented a small proportion 
of its value at the time payments began, the 


exclusion was used up rapidly. This re- 
sulted in the forcing of the annuitant to 
reduce his standard of living after the ex- 
clusion had been dissipated because of the 
annuity’s becoming fully taxable at a time 
when he could least afford it. 


The new law, on the other hand, provides 
for the spreading of the tax-free part of an- 
nuity income evenly over the annuitant’s 
lifetime even though he may outlive his life 
expectancy. This helps the annuitant in his 
planning, and does not cause reduction of 
living standards because of increase in in- 
come subject to tax as under prior law. 


Tax treatment, under new law, of pro- 
ceeds taken in a single sum under a life 
insurance, endowment or annuity contract 
gives the recipient an income tax advantage 
over prior law because the tax or the gain 
is divided over a three-year period instead 
of being taxable in one year. 

In computing the amount subject to the 
3 per cent rule under prior law, dividends 
were considered as a part of taxable income. 
Under new law, dividends are fully taxable. 
The probable reason for this change is that 
such dividends cannot be anticipated as of 
the annuity starting date and, therefore, 
cannot be determined in computing the ex- 
clusion ratio. 


Under prior law, the courts held that the 
proceeds of an annuity, endowment or life 
insurance contract were taxable under the 
3 per cent annuity rule only if the install- 
ment payments were computed by reference 
to life or mortality tables. However, under 
new law, the annuity method of taxation 
also applies where installment payments are 
payable over a fixed number of years. 

The new law raises a question in regard 


to the applicability of the 60-day rule with 





*3 Secs. 101(a) and 101(d) correspond to Sec. 
22(b)(1)(A), 19°59 Code, and because of their 
interrelated nature these subsections are dis- 
cussed together. 








2t Where the insurance contract includes no 
option, and beneficiary and insurer enter into 
a supplemental agreement under which the 
beneficiary receives proceeds under an install- 
ment basis, any such payments will be made 
other than by reason of the ceath of the in- 
sured. If such installments are computed with 





reforence to life or mortality tables, they are 
taxable es annuities; and if not so computed, 
the installment payments will probably be 
excmpt until the aggregate payments are equiv- 
alent to the face amount of the policy. 





**In the transfer of an insurance policy in 
lieu of alimony, the wife is taxable on the 
husband’s prior death on that portion of the 
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respect to an endowment surrendered prior 
to maturity. 


Certain Death Benefits 


Section 101 (formerly Section 22(b)(1)) 
—Section 101(a): proceeds of life insurance 
contracts payable by reason of death; Sec- 
tion 101(d): payment of life insurance pro- 
ceeds at a date later than death.”—Purpose, 
—The purposes of these provisions are (1) 
to retain the general rule relating to the 
taxability of life insurance proceeds payable 
by reason of the death of the insured, while 
modifying the tax treatment of life insur- 
ance proceeds payable at death where the 
contract has been transferred for valuable 
consideration and (2) to place a limit on 
the exemption granted to interest earned 
distributed in 


on life insurance proceeds 


installments. 


Prior law.—Life insurance proceeds pay- 
able by reason of the death of the insured 
are exempt from tax.“ The exemption is 
applicable whether the proceeds are payable 
in a single payment or in installments, and 
even though such installments include a 
guaranteed interest. This exemption does 
not apply where an insurance policy is 
transferred for valuable consideration to 
anyone other than the insured, unless the 
transferee’s determinable to any 
extent by reference to the transferor’s basis.” 
The proceeds of any policy transferred for 
consideration, other than as above provided, 
will be exempt to the extent of the 
sideration paid for the transfer plus the total 
premiums thereafter paid by the transferee.” 
However, any dividends added to the in- 
stallments or e*cess interest will be taxed 
as ordinary income.” 


basis is 


con- 


Example.—Upon the death of H, W is 
entitled to receive a $10,000 life insurance 
policy in a single sum or in ten anru7l install- 
proceeds which exceeds her cx Her costs 
are determined by taking a fair market value 
at the time of the policy’s assignment plus 
any premiums paid by her or thereafter paid 
by her husband and which are income to her. 
See Sec. 71 for the new law. 

“5 Sec. 22(b)(2), 19539 Code. Either the insured 
or the beneficiary may select the option to 
receive the prceeeeds in a single sum or in 
installments without change of tax  conse- 
quenccs. 

7H. Rept., p. 832, 





and S. Rept.. p. 182, sum- 
marize prior law as follows: ‘‘Under present 
law ‘gauranteed’ interest is regarded as an 
amount paid by reason of death of the insured 


and is excluded from gross income although 
So called ‘excess’ interest is regarded as an 
amount not paid by reason of death of the 


insured and is included in gross income.”’ 
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1,200. W is not taxable either on 
receipt of the single sum or on any part 
of the installments. If, in addition to the 
annual installments, a $20 dividend is paid, 
W will be taxable on such excess. 


ments of $ 


¥ 


New law.—The new law restates the gen- 
eral rule specifically exempting from gross 
income the receipt of life insurance proceeds 
paid by reason of the death of the insured, 
whether received by the decedent’s estate, 
beneficiary or otherwise.” This exemption 
continues to be applicable without regard 
to whether the insurance is payable in a 
lump sum or in installments, except in cer 
tain cases where there is a transfer for valu- 
able consideration, and with respect to certain 
interest payments made in connection with 
life insurance payable in installments. 


\ transfer for valuable consideration, where 
the transferee’s basis is determinable to any 
extent by reference to the transferor’s basis 
or where the transfer is to the insured, will 
not lose this exemption. This is the same 
as under prior law. Neither will a transfer 
for valuable consideration to a partner of 
the insured, to a partnership in which the 
insured is a partner, or to a corporation in 
which he is a stockholder or officer lose this 
exemption. The provision liberalizes prior law, 
but is limited to these specific exceptions. 


A limitation on the exemption granted by 
prior law to guaranteed interest earned on 
8H, 
that Sec. 


Rept., p. 829, and S. Rept., p. 180, notes 
101(a) excludes ‘‘death benefit pay- 
ments under workmen’s compensation insur- 
ance contracts or under accident and health 
insurance contracts which have the character- 


istics of life insurance proceeds payable by 
reason of death.’ 
2° The House version of Sec. 101(a) granted 


full exemption to life insurance proceeds pay- 
able at death without regard to whether or 
not the contract had been transferred for 
valuable consideration. The Senate, confirmed 
by the Conference Committee, modified this 
liberalization of prior law, stating (S. Rept., p. 
814): ‘‘Your committee believes that the pro- 
cedure in the House bill may result in abuse 
in encouraging speculation on the death of the 
insured and therefore has reinstated present 
law. However, it is made clear that com- 
plete exemption is to be granted to life insur- 
ance proceeds paid under contracts which ve 
been transferred for certain legitimate business 
reasons rather than for speculation purposes.” 





Conf. Rept., Amendment No. 28, p. 23. 
° The House bill, Sec. 101(d), limited the 
interest exclusion payable in connection with 


installments to $500 a 
a widow of a decedent and $250 a year for 
lineal descendants and certain ancestors of 
the decedent. The Senate modified this pro- 
vision, substituting for the exclusions provided 
by the House a $1,000-a-year exclusion for the 
widow, stating (S. Rept., p. 15): “‘The widow 
exclusion to encourage her to 


life insurance year for 


is granted the 


Life Insurance and Annuities 


life insurance proceeds left with the insur- 
ance company and payable in installments 
is introduced by the new law.” Provision is 
made that, as of the date of death of the 
insured, the value of the policy is to be pro- 
rated over the period with respect to which 
the installments are to be made, and such 
prorated amounts are to be excluded from 
gross income regardless of the taxable year 
Where the an- 
nual exclusion is based on the life expect- 


in which they are received. 


ancy of the beneficiary, then, as in the case 
of regular annuities, the prorated exclusion 
is allowed annually as long as the bene- 
ficiary lives." Amounts paid in excess of 
this prorated exclusion will be taxable as 
interest except that the surviving spouse of 
the insured is entitled to a $1,000 annual 
exclusion against any such interest. 


Example.—Upon the death of H, W is 
entitled to receive a $100,000 life insurance 
policy in a single sum, or in ten annual in 
stallments of $12,000. Under prior law, the 
exemption with respect to proceeds of the 
life insurance would have applied in the selec- 
tion of either option as to payment. Under 
new law, the election to take a single lump- 
sum payment is subject to the exemption. 
But with respect to the installment option, 
$2,000 of each annual payment will be sub- 
ject to income tax, unless W is a surviving 
spouse entitled to the additional exclusion, 
in which event only $1,000 is subject to tax.® 


take the life insurance proceeds in instalments 
so as not to waste the principal. There appears 


to be little reason to grant an exclusion to 
children since even if the mother is dead, 
their interest in the principal is protected by 


guardianship laws while they are young. More- 
over, when children reach majority there ap- 
pears to be no reason to encourage them to 
leave the proceeds in any particular form.” 
Conf. Rept., Amendment No. 29, p. 24. 

1H. Rept., p. A32, and S. Rept., p. 182, indi- 
eates that regulations will be issued to provide 
rules for computing the yearly exclusion cover- 


ing settlement options which contain refund 
features In making this computation, the 
actuarial value of such refund features will be 
excluded. A surviving spouse is defined by 
See. 101(d)(3) as meaning ‘‘the spouse of the 
insured as of the date of death, including a 


spouse legally separated but not under a 
decree of absolute divorce.”’ 

H. Rept., p. A3l, and S. Rept., p. 181, dis- 
cuss the problem arising where the insurance 
contract does not include an option to pay a 
particular amount immediately upon the death 
of the insured, and suggests that the problems 
arising are to be solved ‘‘by finding the value 
(with respect to each beneficiary on a particular 
contract) of the agreement, as of the date of 
the death of the insured, discounted on the 
basis of the interest rate and mortality tables 
used by the insurer in determining the pay- 
ments.’” See illustration, H. Rept., p. A831. 
S. Rept., pp. 181-182. 
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Comment.—The relief granted will permit 
a stockholder to transfer insurance on his 
life to his closely held corporation, thereby 
siphoning off an amount equal to its fair 
market value, without tax consequence. Since 
the stockholder is already in control of the 
corporation, he loses none of the economic 
benefits which he possessed when he per- 
sonally retained ownership. Further, the 
tax-free exchanges of insurance should en- 
courage the use of life insurance to fund 
buy-and-sell, stock-retirement and other buy- 
out agreements. 


The exemption of life insurance proceeds 
paid under contracts transferred for what 
the Senate calls “certain legitimate business 
reasons” is too restrictive.” A transfer be- 
tween shareholders, even in a closely held 
corporation, or a transfer to a creditor does 
not share this exempted status. The appel- 
lation “legitimate business reason” is as 
applicable to these types of transfer as to 
a transfer by the insured to a partner, part- 
nership or corporation in which the insured 
has a proprietory interest. 


Taxing the interest element earned on 
proceeds left with insurance companies and 
paid in installments opens the door to 
further limitations in this regard, reducing 
the value of life insurance as an investment. 
Except as the surviving spouse’s $1,000 
yearly exclusion applies, formerly tax-ex- 
empt income becomes fully taxable. 


Section 101(b): employees’ death bene- 
fits—Purpose.—The purpose of this provi- 
sion is to modify the rules applicable to 
employees’ death benefits. 


Prior law.— Under prior law, beneficiaries 
of a deceased employee are given an ex- 
clusion, up to $5,000 from each employer, 
if the payment is made because of the death 
of the employee and pursuant to a contract 
giving the employee’s beneficiary a legal 
right to the payment. 


Payment may be made in a lump sum 


or in installments. Any interest paid on 
an amount held by an employer is con- 
sidered taxable as interest. 


A beneficiary is entitled to receive the 
maximum death-benefit exclusion from each 
employer of the decedent. A beneficiary of 

33 See footnote 29, above. 

**If payments to any beneficiary are made in 
installments covering more than one calendar 
year, the amount excluded will be similarly 
prorated. In the example to which this foot- 
note refers, if A died in 1951 and the widow 
received $2,500 in 1951, $1,500 in 1952 and $1,000 
in 1953, she would be entitled to a tax-free 


736 


By 


p - . 
several deceased employees is entitled to this~ 
exclusion with respect to each employee. 


Example.—A is employed by X, Y and 
Z. B is employed by X. C is the soles 
beneficiary of A and B. A and B haveg 
entered into employment contracts provid-g 
ing for payment of $5,000 death benefit 
with respect to each of their employers® 
Upon A’s death, C is entitled to an exclu 
sion of $15,000, upon B’s death to an ex® 
clusion of $5,000. If the deaths of A and (8 
occur in the same year, C is entitled if 
receive $20,000 free of taxes. a 

However, where there are several bend! 
ficiaries, the exemption applicable to th@ 
payment of each employer must be prorated 
among the beneficiaries. In a case whe& 
an employer contracts to pay in excess & 
the $5,000 exemption, the amount of eA 
clusion for each beneficiary will be in ta: 
same ratio to the total amount of cxchueill 
as the payment received by each age | 

& 





bears to the aggregate payments to te 
beneficiaries. 

Example.—Upon employee A’s death, gX 
is obligated by a written employment agrge- 
ment to pay A’s widow $5,000, A’s daugh- 
ter, $3,000, and A’s son, $2,000. The widSw 
excludes $2,500, the daughter $1,500, and 


the son $1,000.* 4 
Apparently, the tax-free death benetits 
received by the decedent’s beneficiaries 


would be includable in the decedent’s ~s- 
tate. Moreover, where the employer fuyds 
its obligation by purchasing an insuratice 
policy on the life of an employee, the ccim- 
pany will receive such funds free of any 
tax. As indicated elsewhere in this article, 
under prior law the payment of premiums 
on such a policy is not deductible. Also, 
the premiums are not income to the em- 
ployee. Regardless of whether or not the 
obligation has been funded, the company 
receives a deduction for the death-benefit 
payment. 


New law.—Prior law is re-enacted with 
several important substantive changes: 


3eneficiaries of a deceased employee are 
limited to an exclusion of $5,000 for each 
employee, regardless of the number of 
employers making payments.” The exclu- 


exclusion in each of those years of $1,250, $750 
and $500, respectively. 

% The purpose of this change is ‘‘to prevent 
individuals from increasing the exemption by 
arranging to have two or more employers each 
pay $5,000 in death benefits.’’ See S. Rept., 
p. 14. 
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sion is available, regardless of whether the 
employer is contractually obligated to pay 
any death benefits.” 


The exclusion is not applicable to amounts 
to which the employee had a nonforfeitable 
right prior to his death, with one exception 
—distribution under a qualified employees’ 
pension, profit-sharing, stock-bonus or quali- 
fied annuity plan, if total distribution is 
made within one taxable year after the 
decedent’s death and by reason of the em- 
ployee’s death.” 


However, the amounts paid under a joint 
and survivor annuity to the survivor are 
excepted from this exclusion if the em- 
ployee was entitled to receive any portion 
of the annuity before his death. Other 
annuities under Section 72 will qualify to 
the extent that the value of the annuity, 
as determined on the date the employee 
died, exceeds the value of the nonforfeitable 
right. Any amount so excluded is to be 
added to the survivor’s basis.* 


Comment.—The new provision limiting 
death benefits to a total of $5,000 for 
employee plugs a Taxpayers 
having provisions for death benefits in ex- 
cess of the statutory limitation are advised 
to review the consequences of this change. 
On the other hand, the employer, no longer 
required to enter into a binding agreement 
afford death benefits his 
employees’ beneficiaries, has acquired an 
advantage usually reserved for the Internal 
Revenue Service—the advantage of hind- 
sight. The employer may determine at the 
time of an employee’s death whether the 
voluntary death payments then serve the best 
This modification 
formal 


each 
loophole. 


to tax-free to 


interests of his business. 
in the law will tend to discourage 
binding agreements. 

% H. Rept., p. 14, cites the following reason 
for this change: ‘‘Restricting the exemption to 
benefits paid under a contract discriminates 
against those who receive benefits where this 
contractual obligation does not exist.’’ 

%* The Senate amended the House bill to in- 
clude qualified pension plans, stating (S. Rept., 
p. 15): ‘‘The purpose of this change is to 
provide uniform treatment for lump-sum dis- 
tributions granted because of death by the 
various types of employee plans.’’ Further, the 
definition of nonforfeitable rights was amended 
by a Senate floor amendment to include certain 
annuity contracts under plans covered by Sec. 
401(a). 

% Sec. 101(c) corresponds to prior law and 
provides that where life insurance proceeds 
are excluded from gross income under Sec. 
101(a) or (b) and are held under agreement 
to pay interest thereon, the interest payments 
are included in gross income. Sec. 101(e) pro- 


vides that the entire section is not applicable 
to any 


payments includable in gross income 
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As under prior law, it would seem that 
the death benefits would be included in 
the employee’s gross estate for estate tax 
purposes. If the intention of the law 
is to provide certain limited benefits for 
beneficiaries of decedents, it would seem 
logical to exclude this same amount from 
estate tax. 


Certain Amounts Paid in Connection 
with Insurance Contracts 


Section 264 (formerly Section 24(a)(4) 
(6))—Purpose.—The purposes of the sec- 
tion are (1) to retain prior law relating 
to deductibility of life insurance premiums 
and (2) to extend the denial of the interest 
deduction to single-premium annuities, as 
well as to other single-premium insurance 
contracts, and to prevent avoidance of this 
restriction by extending the single-premium 
definition to cases where money is deposited 
with an insurer for payment of a substan- 
tial number of future premiums. 


Prior law.—Under prior law, life insur- 
ance premiums are not deductible where 
the policy covers the life of an officer, em- 
ployee or other individual financially inter- 
ested in taxpayer’s trade or business, and 
where the taxpayer is a direct or indirect 
beneficiary thereunder. Where, however, 
the taxpayer is not a beneficiary, the pre- 
miums may be a deductible expense, if they 
are ordinary and necessary in connection 
with carrying on a trade or business, in 
the production or collection of income, or 
in the conservation, maintenance and man- 
agement of property held for the production 
of income.” 


In the case of an indebtedness, incurred 
or continued, to purchase a single-premium 


of the wife under Sec. 71 (relating to alimony) 
or under Sec. 682 (relating to income of an 
estate or trust in the case of divorce, etc.). 
Sec. 101(f) provides that the entire section shall 
only apply to amounts received by death of an 
insured employee occurring after the passage 
of the act, and that Sec. 22(b)(1), 1939 Code, 
is to apply to any amounts so received before 





such date. Therefore, if the insured died be- 
fore the date of enactment, prior law still 
applies. 


8 Generally, insurance premiums are deducti- 
ble only where (1) an employer pays premiums 
on a policy on the life of an employee, the 
premiums are included as income of the em- 
ployee and the employer has no rights under 
the policy, (2) a charity is the beneficiary, (3) 
the premiums are paid under certain alimony 
arrangements or (4) insurance is used as secu- 
rity for a debt. Persons financially interested 
include not only stockholders and partners, but 
all others who may have an interest in the 
profits of taxpayer’s trade or business. 
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life insurance or endowment contract, no 
interest deduction is permitted. Further- 
more, if substantially all of the premiums 
on a life insurance or endowment contract 
are paid within four years from the date 
of issuance, the contract is treated as a 
single-premium contract and the limitations 
thereof apply. This interest 
deduction has been avoided by borrowing 
funds equivalent to the cost of the single- 
premium policy (thereby securing an inter- 
est deduction), and depositing the borrowed 
funds with the insurer to pay the future 
premiums over a period in excess of four 


loss of, an 


Denial of this interest deduction is not 
applicable to any indebtedness incurred in 
the purchase of a single-premium annuity 
contract. 


New law.—This section re-enacts, in sub- 
stance, prior law except that it purports 
to close up two loopholes involving interest 
deductions on buy 
insurance: 


(1) A deduction is denied for interest 
on an indebtedness incurred to purchase 
a single-premium annuity contract, as well as 
a single-premium life insurance or endow- 
ment contract. (2) The definition of “single 
premium” is broadened to include the situ- 
ation where an amount is deposited with 
the insurer for the payment of a substantial 
number of future premiums, as well as the 
payment of substantially all of the 
miums within four years. 


money borrowed to 


pre 


To avoid a retroactive application of these 
changes, the denial of an interest deduction 
applicable to single-premium annuities and 

In criticizing the 
Rept., p. 31, and S. Rept., p. 38, observe: 
of . a few insurance companies have promoted 
a plan for selling annuity contracts based on 
the tax advantage derived from omission of 
annuities from the treatment accorded single- 
premium life-insurance or endowment contracts. 
The annuity is sold for a nominal cash pay- 
ment with a loan to cover the balance of the 
single-premium cost of the annuity. Interest 
on the loan (which may be a nonrecourse loan) 
is then taken as a deduction annually by the 
purchaser with a resulting tax saving that 
reduces the real interest cost below the incre- 
ment in value produced by the annuity.’’ 

11S. Rept., p. 38, states: ‘‘In the case of life- 
insurance contracts, a method has been devised 
to avoid the limitation on the interest deduc- 
tion for indebtedness on single-premium con- 
tracts. The purchaser borrows an amount 
approximating the single-premium cost of the 
policy but, instead of purchasing the policy 
outright, deposits the borrowed funds with the 
insurance company for payment of future pre- 
miums on the policy. The bill will prevent 
this type of avoidance ee 
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status of prior law, H. 


with respect to amounts deposited under 
life insurance, endowment and annuity 
contracts for the payment of future pre- 
miums, is made applicable only to such 
transactions occurring after March 1, 1954* 


Comment.—The use of the language 
“after payment of a substantial number of 
future premiums on a contract” in Section 
264(b)(2) is indefinite. The word ‘“sub- 
stantial” leaves the taxpayer to speculate 
as to the number of future payments which 
will result in the insurance contract being 
treated as a single-premium one.” 


Amounts Received 
by Survivor Annuitant Under Joint 
and Survivor Annuity Contract 


Section 691(d) “* (formerly Sections 22(b) 
(2) and 113(a)(5))—Purpose.—The purpose 
of the section is to provide a deduction 
against the income of the survivor annuitant 
offsetting any income tax element of a 
joint and survivor annuity included in the 
estate tax valuation of such joint and sur- 
vivor annuity. 


Prior law.—Under prior law, any part of 
the survivorship interest of a joint and 
survivor annuity is included in the decedent’s 
gross estate, the. basis of that interest to 
the survivor being the estate tax value of 
the survivor’s interest.” Therefore, the 
survivor annuitant is permitted to apply 
the 3 per cent rule not only to the remaining 
unrecovered cost of the annuity, but to a 
stepped-up basis determined by the estate 
tax value of the annuity in the decedent’s 
estate.” 


“ Under the House bill denial of the interest 
deduction pertaining to annuities was appli- 
cable to annuities purchased after March 1, 
1954; however, the House provision with respect 
to denial of the interest deduction, where the 
owner deposits borrowed funds with the insurer 
for payment of future premiums, would have 
been retroactive. The Senate, confirmed by 
the Conference Committee, made both changes 
applicable only to transactions occurring after 
March 1, 1954. (S. Rept., p. 226; Conf. Rept., 
Amendment No. 76, p. 32.) 

8 See Senate Hearings, pp. 548, 2262-2263. 

"The Senate, approved by the Conference 
Committee, deleted Sec. 72(j) and included the 
same provision under Sec. 691 (Recipients of 
Income in Respect of Decedents), indicating 
that the subject matter would be better handled 
under this latter section (S. Rept., p. 88, Conf. 
Rept., Amendment No. 176, pp. 57-58). 

* This basis for the survivor's interest applies 
only to cases where the annuitant has died 
after December 31, 1950. 

‘©The survivor annuitant 
basis even though the 
to pay any estate tax. 
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New law.—With respect to a joint and 
survivor annuity, where the primary an- 
nuitant dies on or after January 2, 1954, 
the exclusion ratio determined under Section 
72 is to be used by the survivor annuitant 
as a deduction in the taxable year received, 
based on the estate tax attributable to the 
estate tax value of the annuity in the sur- 
vivor’s hands.“ 


A complicated formula for computing this 
deduction is found in the .general provi- 
sions of Section 691 applicable to income 
with respect to decedents.* The effect of 
Section 691(d) is to spread “the estate tax, 
attributable to the net value for estate tax 
purposes of the annuity, over the life of 
the survivor, in such a way that it will 
be fully allowed as a deduction against 
income, if the survivor reaches his life 
expectancy (determined at the date of the 
death of the deceased annuitant). ” 


If the survivor annuitant receives the 
annuity beyond his life-expectancy period, 
no further deduction is permitted. If he 
dies before the expiration of his life- 
expectancy period, no compensating adjust- 
ment for any unused deduction is allowed.” 


Comment.—The rules necessary for com- 
putation of the deduction permitted by this 


section are burdensome and complicated. 
Considerable effort will be required in the 
comprehension of the basic formula. 


Sale of Annuities 


Section 1021 (new provision)—Purpose.— 
The purpose of the section is to prevent 
the operation of Section 72 from resulting 
in a basis less than zero in the case of a 
sale of an annuity contract. 


New law.—The section provides that 
where there is a sale of an annuity contract, 
the adjusted basis of such annuity contract 
shall not be less than zero. The basis to a 
taxpayer in the case of the sale of an an- 
nuity contract is his cost less any amount 
of tax-free annuity payments received by 
him, but in no event shall the basis be less 
than zero. 


Consequences of this section may be best 
illustrated by the following: 


Example.—Assume that a taxpayer pur- 
chases an annuity contract at a cost of 
$10,000. He receives payments of $2,000 
annually, and has a life expectancy of six 
years. Under the provisions of Section 
72, $1,666.67 of each such payment is ex- 
cluded from income and’ $333.33 is included 





% The discussion of Sec. 72 notes that the 
primary annuitant is treated as any other 
annuitant under an ordinary annuity contract. 
Sec. 691(d) provides special treatment of the 
survivor’s interest in an annuity. With respect 
to the primary annuitant dying after 1950 and 
before 1954, see the discussion of Sec. 72. 
See. 72(i) specifically provides that in such 
instances the survivor annuitant’s investment 
in the contract used in determining his annual 
exclusion is to be computed under Sec. 113 
(a)(5), 1959 Code, less any amounts recovered 
tax fre2 before the annuity’s startirg date. 

S Instead of obtaining a stepped-up basis pro- 
vided by prior law, the survivor is entitled 
to a deduction for the taxable year in which 
the annuity is received in an amount to be 
computed as follows: 

(1) Determine the net 
purposes of the joint and survivor annuity 
(a) by computing the excess of the value of 
the annuity at the decedent annuitant’s death 
over the total amount excludable from the 

income of the surviving annuitant under 
72, during the period of his life expectancy, 
1d (b) by multiplying the figure so obtained 

y the ratio which the value of the annvity, for 
estate tax purposes, bears to the value of the 
annuity at the date of the decedent annuitant’s 
death. 

(2) Then take as a 
which bears the same 
attributable to the net 
purposes, as determined in (1) above. of the 
joint and survivor annuity as the value for 
estate tax purposes of the portion of the sur- 
vivor’s annuity which represents the excess 
interest earned while the annuity was held 


value for estate tax 


deduction an amount 
ratio to the estate tax 
value, for estate tax 
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jointly bears to the value for estate tax pur- 
poses of the items described in Sec. 691(a)(1). 


See Conf. Rept., Amendment No. 176, pp. 
57-58, accepting the Senate version, as above. 

*S. Rept., p. 375. The purpose of this com- 
plicated formula is perhaps explained by that 
report, p. 89, as follows: 

“Under Section 72 in a joint and survivor 
annuity, an exclusion ratio will be determined 
which will indicate the average interest earn- 
ings over the combined lives of the two 
annuitants. The survivor will continue to use 
this exclusion ratio although somewhat less 
interest than this will be earned in the latter 
years while she is receiving an annuity and 
more interest than this will be earned in the 
early years while they are both receiving the 
joint annuity. The provisions contained in 
subparagraph (C) in both paragraphs (1) and 
(2) of subsection (c) of Section 691 are designed 
to provide a Cedvuc‘ion to the survivor based 
upon the estate tax attributable to a portion 
of the survivor annuity which represents the 
excess interest earned while the annuity was 
being received jointly. This is, in effect, income 
in respect of a decedent. This deduction will 
be spread ratably over the life expectancy of 
the survivor.”’ 

50 *‘Tife expectancy’’ is defined as the pericd 
beginning with the first day of the first period 
for which an amount is received by the sur- 
viving annuitant and ending with the close of 
the taxable year in which his life exnectancy 
terminates. Computa“ion of the surviving an- 
nuitant’s life expectancy and expected return 
under a joint and survivor annuity contract 
is to be made with reference to actuarial tables 
designated by the Secretary of the Treasury. 
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in income. If he is still living after eight 
years, he will have collected gross pay- 
ments of $16,000, of which $13,333.36 will 
have excluded from income. As- 
sume that the taxpayer then sells the annuity 
contract for $8,000. Even though he has, 
prior to the sale, received $6,000 more than 
the cost to him of the contract; 
in the pursuant 1021, 
cannot be reduced to less than zero. There- 
fore, the capital gain recognized is limited 
to $8,000. Note, however, that the sale by 
the taxpayer of the annuity contract results 
in the taxpayer losing the benefit of the 
annual payment ($1,666.67 not 
tax and $333.33 subject to tax). 


been 


his basis 


contract, to Section 


subject to 


Comment.—The taxpayer must, before 
making any such sale, determine whether 
or not the net amount he retains after such 
sale is greater than the amount he 
anticipate receiving from the annuity as 
of the date of making such sale. This 
determination, of course, will depend upon 
the taxpayer’s life expectancy and the ad- 
vantage of having greater immediate funds. 


can 


Certain Exchanges 
of Insurance Policies 


Section 1035 (no specific corresponding 
section under prior law)—Purpose.—The 
purpose of the section is to provide for the 
nonrecognition of gain or 


loss on the ex- 
change of an insurance contract for the 
same, or a different, type of insurance 


contract issued by life insurance companies. 


Prior law.—When an old policy is ex- 
changed with the insurer for a new policy, 
the excess of the fair market value of the 
contract received over the net cost of the 
contract exchanged is taxable income. Even 
though the exchange is for a policy better 
suited for the insured’s needs and no actual 
gain is realized, the transaction is taxable. 
Any loss sustained, whether or not the 
transaction is entered into for profit, is not 
deductible—on the theory that the owner 
has received consideration equivalent to the 
loss claimed, since the difference between 
the premiums paid and the policy’s cash- 
surrender value is part of the cost of the 
current insurance 


coverage. 





‘1 $3,333.36, not subject to taxes, more than 
the cost to him of the contract, as well as 


$2,666.64, subject to tax. 

52 The House bill provided for a tax-free ex- 
change of an endowment contract for another 
endowment contract or for an annuity contract. 
The Senate modified this provision to 
loss shall be 


hold 


that no gain or recognized in 
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Where a policy is assigned to a third 
party for consideration, instead of surrender- 
ing the policy to the insurer or exchanging 
it with the insurer, any profit is subject 
to tax and, probably, as a capital gain. 


New law.—lIn general, the new law per- 
mits the tax-free exchange of life insurance, 
endowment or annuity contracts for any of 
said contracts. The following specific ex- 
changes continue to be taxable: (1) an en- 
dowment for life insurance or for another 
endowment which provides for payments 
beginning at a date later than that provided 
under the contract exchanged,” or (2) an 
annuity for life insurance or an endowment. 


The change in the law, permitting certain 
tax-free exchanges, is designed to eliminate 
taxing an individual who exchanges 
form of policy for another more suitable, 
not having actually realized any gain. The 
exceptions have been retained to prevent 
tax avoidance by conversion at maturity 
of an endowment or annuity contract into 
a life endowment contract 
whose proceeds, payable at death, are tax 
exempt. 


one 


insurance or 


In a nontaxable exchange, the taxpayer 
will take as his basis, on the contract re- 
ceived, the basis of the contract exchanged. 
Any gain not recognized at the time of the 
exchange will be taxed as ordinary income 
when the proceeds from the contract received 
become due and payable. In an otherwise 
nontaxable exchange where money or other 
property is received, an adjustment is made 
in the basis of the contract received. The 
the contract received will be the 
that of the contract exchanged, 
after deducting the amount of the money 
or other property received, and adding the 
amount of gain recognized. The resulting 
basis is to be allocated among the proper- 
ties, other than money, in an amount equiv- 
alent to their fair market value at the date 
of the exchange. 


basis of 


Same as 


In the event of a loss, no deduction will 
be allowed. 


Comment.—From the Senate and House 
reports, it appears that the new law is 
intended to cover only those situations in 
which there is an exchange of an old insur- 





the exchange of an endowment contract for 
another endowment contract only if the con- 
tract received provides for regular payments 
beginning on or before the date that the pay- 
ments would have begun under the contract 
exchanged. No indication is given whether 
or not such “regular’’ payments must be in 
substance ‘‘identical’’ payments. ; 
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ance policy with the insurer, and trans- 
actions involving an exchange with third 
parties are still controlled by prior law. 
However, as presently drafted, Section 1035 
would seem to apply to exchanges of in- 
surance contracts issued by life insurance 
companies, as defined in Section 801, not 
only between owner and insurer, but also 
between owners of such insurance contracts. 
If the taken literally, an 
exchange of life insurance, endowment or 
annuity contract with a third party will also 
be covered by the new e 

The 
Section 
only. 


statute is to be 


law. 
definition of insurance policies in 
1035 is applicable to that section 
Whether the will prove 
to be inequitable or discriminatory remains 


ey 


definitions 


to be tested by their application. 


Exchange of Property 
for Annuity Contract 


Section 1241 (House bill—no specific cor- 
responding section in prior law)—Purpose. 
—The purpose of the section is to establish 
criteria for taxing a private annuity, that 
is, the exchange of property in return for 
an agreement to make a series of payments 
contingent upon the seller’s or some other 
person’s life expectancy. 


Comment.—The Senate version, approved 
by the Conference Committee, rejected this 
section to provide an opportunity for fur- 
ther study of the problem. The rules for- 
mulated by the House, while purporting to 
settle conflicting court decisions, 
would have severely restricted the present 
tax advantages of private annuities.” In 
any event, it may be assumed that present 
law affecting this subject is due for a change. 


some 


Annuities (Re Estate Tax) 


Section 2039 (no specific corresponding 
section in prior law) “—Purpose.—The pur- 


%* Senate Hearings, p. 622: S. Rept., p. 428. 


‘¢ Senate Hearings, p. 
5S. Rept.. p. 116: 
No. 251, p. 71. 

* While there are no 
prior law available 


1565; S. Rept., p. 428. 
Conf. Rept., Amendment 


specific provisions of 
comparable to Sec. 2039, 
survivorship benefits are included in the de 
cedent’s estate under the general provisions 
of Sec. 811, 1939 Code. 

% The Senate, approved by the Conference 
Committee, changed the language ‘‘other pay- 
ment’”’ to “similar payment’’ in Sec. 2039(a) 
to make clear that the provisions of this section 
“apply not only to cases where an annuity was 
payable to a decedent, but also to contracts or 
agreements under which a lump-sum payment 
was payable to the decedent or the decedent 
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pose of the section is to clarify estate tax 
treatment of the survivor’s interest in an 
annuity or similar contract. 


Prior law.—Under prior law, the estate 
tax value of survivorship benefits in an 
annuity purchased by decedent is included 
in his gross estate as a transfer taking effect 
in enjoyment or after 
death. No value is includable in the estate 
of a decedent who has not, directly or in- 
directly, paid any part of the purchase 
the surviving beneficiary has 
contributed part of the purchase price, a 
proportionate made in the 
value included. If the annuity is purchased 
by decedent’s employer, in part or in whole, 
the prior law is confused as to what should 
be included in 


possession at or 


price. If 


reduction is 


decedent’s estate. 


New law.—The law 
inclusion in the decedent’s gross estate of 


new provides for 
the value of an annuity, or similar payment,” 
under contract other than insurance 
on the decedent’s life, if (1) payable to 
decedent, or if the decedent possessed the 
right to such payment, alone or with an- 
other, during his life,* or (2) receivable by 
any beneficiary by reason of his surviving 
the decedent. 


any 


The amount to be included is that part 
of the value at decedent’s death which is 
proportionate to the part of the purchase 
price contributed by the decedent. Thus, 
if decedent contributed one half of the cost 
of the contract, one half of the value would 
be includable in decedent’s gross estate. 


It is immaterial whether the payments 
to the surviving beneficiary are in a lump 
sum or in installments, in the same or in 
a greater or lesser amount than the annuity 
or other payment to decedent. 


Contributions by decedent’s employer to 
the purchase price of an annuity, or similar 
contract, if made by reason of decedent’s 
employment, will be considered to have 
possessed the right to receive such a lump-sum 
payment in lieu of an annuity.’”’ S. Rept., 
p. 470; Conf. Rept., Amendment No. 269, p. 74. 
This section does not cover insurance contracts 
on decedent's life to which Sec. 2042 is appli- 
cable. Further, this section applies only to 
annuity and other similar contracts entered 
into after March 3, 1931. 

8 ‘*The provisions of this section are applica- 
ble only to annuities or other payments payable 
to the decedent, or which the decedent pos- 
sessed the right to receive, either alone or in 
conjunction with another for his life or for 
any period not ascertainable without reference 
to his death or for any period which does not 
in effect end before his death.’’ S. Rept., p. 472. 
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been made by decedent unless msde under 
certain qualified plans.” 


Comment.—This section does not prevent 
the application of other estate tax provisions. 
The Senate Finance Committee cites, as an 
example, a refund payable to 
estate in the event of decedent’s premature 
death. This amount would be taxable.” 


decedent’s 


Proceeds of Life Insurance 
Section 2042 (formerly 811(g))—Purpose. 


—The purposes of the section are (1) to re- 
tain prior law, requiring inclusion of life 
insurance proceeds on decedent’s life in 
decedent’s estate, where the policy is owned 
by him or payable to his executor and (2) 
to change prior law by eliminating the pay- 
ment of premiums as a test of ownership, 
but to add, as a new test of ownership, the 
retention of a reversionary interest exceed- 
ing 5 per cent of the value of the policy. 


Prior law.—Proceeds of insurance upon 
the life of a decedent are taxable in de- 
cedent’s estate when (1) receivable by the 
estate, administrator, (2) de- 
cedent, directly or indirectly, pays the pre- 
miums or other consideration (but such 
proceeds are includable in decedent’s gross 
estate only in the proportion that the amount 
so paid bears to the total consideration), 
(3) decedent possesses at his death any of 
the incidents of ownership (excluding a 
reversionary interest), exercisable either 
alone or in conjunction with any other 
person, (4) decedent transfers the policy 
in contemplation of death or (5) decedent’s 
prior transfer is not effective until death.” 


executor or 


New law.—lInsurance proceeds on de- 
cedent’s life continue to be taxable in dece- 


» As indicated in footnote 1 above, this article 
aoes not include a discussion of qualified em- 
ployee plans and, therefore, a discussion of 
Sec. 2079(c) is omitted. 

® The refund would be taxable under Sec. 


2033 











‘Under prior law, promiums paid by ‘dece- 
dent on or before January 10, 1941, are excluded 
i this proportion if decedent at no 
eafter po ses any incident of owner- 
te that while under the payment-of- 

est only part of the proceeds may 
in dececent’s estate, if any other 
ent the proceeds will be 
te tax. Under Sec. 811(g)(2), 
959 Coce, a reversionary interest is specifically 
excluded as an incident of ownership. ‘‘Inci- 
dents of ownership’’ is defined in Regs. 105, 
Sec. 81.27, as including the right of the insured 
or estate to any of the economic benefits under 
the policy, such as the power to change the 
beneficiary, surrender, cancel, assign, pledge, 
borrow, etc. “Contemplation of death’’ in 
respect to the transfer of an insurance policy 
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‘a 


dent’s estate as under prior law with two 


exceptions: : 
x 
(1) The premium payment test is elimina‘ed 

. . ce . . . . x 
as a criterion for inclusion of life insurar;ce 
proceeds in decedent’s estate. - 
$ 


(2) The definition of incidents of owrer- 


\ 
ship has been expanded. : 


Under prior law, a “reversionary inter¢st” 
is specifically excluded as an “incidens of 
ownership.” The new law defines “incicfent 
of ownership” as specifically includiny a 
reversionary interest (whether arising, by 
the express terms of a policy or othes in- 
strument, or by operation of law), but 
only if the value of ‘such reversionary in- 
terest exceeds 5 per cent of the valu, of 
the policy immediately prior to deced*nt’s 
death.” 


Comment.—The statute provides fo* in- 
clusion in the estate of amdunts 
receivable under policies on the life oy the 
decedent if, immediately prior to his ceath, 
he had a reversionary interest exc ‘ding 
5 per cent of the value of the policy. y The 
concept of the “value of the policy” is am- 
biguous. It might mean face value, ycash- 
surrender value or market value. Many 
policies, such as certain term or new con- 
tracts, may be considered to have no)value 
immediately prior to decedent’s death? Ap- 
parently, in such cases, there would\never 
be a reversionary interest. To avoil this 
construction, “value of the policy’ will 
have to be interpreted to mean that if a 
taxpayer has a 5 per cent chance of getting 
back any interest in the policy, it ‘vill be 
considered a reversionary interest.” 


On the affirmative side of the edger, 
elimination of the premium-payment test 


gross 





is no different than when applied to cther 
property. No negative inferences are to be 
crawn from the “‘inherent’’ testamentary nature 
of an insurance policy. 

® The following examples will illustrate in- 
stances where taxpayer will have less than 5 
per cent reversionary interest (the Actuaries 
Table of 4 per cent is used since no other 
specific actuarial table has yet been designated): 
(1) If the owner is the only beneficiary and is 
ten yeors of age or under, the insured must be 
at least 71 years of age; (2) if the owner is 
35 years of age cr older and is the beneficiary, 
together with ancther who is tcn years of age 
or under, the insured must be at least 45 years 
of age: (3) if there are two owners who are 
also the only beneficiaries and are ten and 12 
years of age, or under, respectively, then the 
insured must be at least 34 years of age. 

See comments, Senate Hearings, pp. 579, 
1 . For further drafting criticism, see Senate 
Hearings, pp. 206-207, and compare with the 
comment in S. Rept., p. 473. 
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insurance- 
minded taxpayers to substantially increase 
their estates, free of estate tax. A taxpayer 
may by gift—in the absence of contempla- 
tion of death, and as long as he retains no 
incidents of ownership—transfer policies on 
his life, or on the life of any family mem- 
ber, to members of the family, pay the 
premiums, or continue to pay the premiums, 
and upon taxpayer’s death, the insurance 
proceeds will be excluded from his taxable 


creates an inviting means for 


estate. 


Where the taxpayer dies after August 16, 
1954, regardless of whether he has previ- 
ously paid part or all of the premiums the 
insurance proceeds will not be taxable in 
his estate, provided that he has previously 
transferred ownership and that such trans- 
fer was not in contemplation of death. 
Therefore, the taxpayer may create an in- 
surance estate, tax free, using old as well 
as new policies. 


In making such gifts, taxpayer has the 
advantage of not only paying lower gift 
tax rates, but also utilizing the new liberal 
rules applicable to the annual exclusion. 
(See discussion of Section 2503.) By com- 
bining the new law applicable to the elimi- 
nation of the premium-payment and 
the annual exclusion in gifts to minors, the 
taxpayer may substantially increase his 
estate free of gift and estate tax.™ 


test 


Life Insurance Annuity Payments 
with Power of Appointment 
in Surviving Spouse 


Section 2056(6) (formerly Section 812(e)) 
—Purpose.—The purpose of the section is 
to continue the marital-deduction treatment 
under prior law and to broaden its coverage 


Prior law.—Under prior law, the proceeds 
of insurance, endowment or annuity con- 
tracts may qualify if the following condi- 
tions are satisfied: 


(1) The proceeds must be held by the 
insurer subject to an agreement either to 


A tax publication observes that this change 
in law will have the following effects: 

‘In order to pass proceeds to children free 
of estate tax, it is no longer necessary to have 
the premiums paid by a person other than the 
insured. For example, insurance on a hus- 
band’s life need no longer be taken out by his 
wife. Proceeds payable to a wife under 
a policy paid for by the husband on his own 
life need no longer qualify for the marital 
deduction. This frees the full marital deduction 
for use in non-insurance assets to the wife... . 
Insurance trusts may be arranged so that the 
policy proceeds are not taxed in the grantor’s 
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estate. The fact that premiums are paid with 


pay the proceeds in installments or to pay 
interest thereon (whether the proceeds, on 
the termination of any interest payments, 
are payable in a lump sum or otherwise), 
with a/l such amounts payable during the 
life of the surviving spouse, payable only 
to her. 


(2) Such installments, or interest, must 
be payable annually or semiannually com- 
mencing not later than 13 months after the 
decedent’s death. 


(3) The surviving spouse must have the 
power, exercisable in favor of -herself or 
her estate, to appoint a// amounts so held. 


(4) Any such amounts payable under 
such contract must not be subject to a 
power in any other person to appoint any 
part thereof to any person other than the 
surviving spouse.” 


New law.—This provision is in substance 
identical with prior law, with a_ single 
change. There is a modification in that, for 
insurance proceeds to qualify for the marital 
deduction, the surviving spouse’s rights to 
the proceeds during her life and her general 
power of appointment apply to all 
of the proceeds. The new law specifically 
authorizes this deduction where the sur- 
viving spouse’s marital deduction rights 
apply to “all or a specific portion” of the 
insurance proceeds. Where the surviving 
spouse’s marital deduction rights are limited 
to a specific portion of the insurance pro- 
ceeds, the deduction is likewise limited to 
that portion. 


must 


Comment.—Under prior law, insurance 
proceeds qualifying for the marital deduc- 
tion segregated from nonqualifying 
proceeds by the expediency of dividing a 
policy into separate funds. Presumably, the 
necessity of 


were 


segregating funds qualifying 
for the marital deduction has been elimi- 
nated. Unanswered is the question of how 
the specific portion qualifying for the marital 
deduction must be treated, in relation to 
the other nonqualifying proceeds of any 
policy. Without clarification by the regu- 


income from property held by the trust won't 
render the proceeds subject to estate tax. 
Insurance bought by an employer on the life 
of its employee will not be included in the 
employee’s estate solely because he is con- 
sidered to have indirectly paid the premiums 
through receipt of compensation.’’ 

®% Proceeds payable in a single sum to the 
surviving spouse or to the estate of the surviv- 
ing spouse automatically qualify for marital 
deduction under Sec. 2056(a), formerly Sec. 
812(e) (1) (A), 1939 Code. 
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lations, the prior practice of 
policies will probably continue. 


separating 


Liability 
of Life Insurance Beneficiaries 
Section 2206 (formerly Section 826(c))— 
Purpose.—The purpose of the séction is to 
provide, unless decedent’s will directs other- 
wise, for a contribution to decedent’s estate 
tax by certain life insurance beneficiaries. 
Prior and new law.—This section incor- 
porates prior law without substantive 
change. It provides, in the absence of a 
contrary intention in the decedent’s will, 
that if any part of the gross estate on which 
the tax is paid includes insurance on the 
decedent’s life passing to a_ beneficiary 
other than the executor, the executor is 
entitled to recover from such beneficiary 
such portion of the total estate tax as the 
proceeds of the policy bear to the sum 


of the taxable estate, determined under 
Section 2051. 
Where the insurance proceeds are re- 


ceivable by the surviving spouse and such 
proceeds are not greater than the marital 
deduction allowed to the estate, the sur- 
viving spouse is not liable to make any 
such contribution. The executor is en- 
titled to recover from the surviving spouse 
a proportionate contribution only on the 
excess over the marital deduction. 
Comment.—A_ special problem existing 
under prior law remains unsolved. Where 
an installment or interest option has been 
elected and neither decedent’s will nor local 
law provides for the apportionment of es- 


tate tax, to what extent are beneficiaries of 
life insurance policies liable for the estate 
tax paid? Applying the statute, the execu- 
tor would be entitled to recover from each 
beneficiary his proportionate share of the 
tax paid. A problem exists because the tax 
is based on the proceeds which the bene- 
ficiary has not yet received.” 


Taxable Gifts 


Section 2503 (formerly Section 1003)— 
Purpose.—The purpose of the section is to 
retain prior law allowing the $3,000 annual 
exclusion for gifts of a present interest 
in property to any person, and to provide 
that certain gifts to minors be subject to 
this annual exclusion. 

Prior law.—Under prior law, the first 
$3,000 of gifts, other than gifts of future 
interests, made to any person during any 
calendar year, are excluded in determining 
taxable gifts.” 


The term “future interest” may be de- 
fined as being an interest in property, the 
possession and enjoyment of which com- 
mences some time in the future as distin- 
guished from a “present interest” in which 
there is an immediate and present right 
to such dominion. The most natural objects 
of a donor’s bounty are children and grand- 
children, and the most natural method of 
making any gift, where such donees are 
minors, is in trust or to a guardian for the 
minor’s benefit. For all practical purposes, 
this type of gift, under prior law, is a future 
interest, and the annual exclusion of $3,000 
is not available.® 





6 Senate Hearings. p. 268. 

6 A donor may make as many gifts (such as 
insurance policies on the donor’s, the donee’s 
or some other family member's life, or payment 
of premiums on a policy owned by the donee), 
up to $3,000 to any individual, free of gift tax, 
if each such gift is a present interest in prop- 
erty, for example, A gives, during the calendar 
year 1953, cash or property as follows: $1,000 
to B, $2,000 to C, $3,000 to D and $4,000 to E. 
The donees are entitled to unrestricted present 
enjoyment. Only $1,000 is subject to tax. This 
tax is computed on the aggregate taxable gifts 
since June 6, 1932, as provided in Sec. 1003(a), 
1939 Code. Any gift in excess of the annual 
exclusion, such as a gift to a charity or to a 
spouse, may be subject to certain deductions. 
In addition thereto, United States citizens and 
residents are entitled to a lifetime gift tax 
exemption of $30,000. All gifts of future inter- 
ests or gifts of present interests in excess of 
the annual $3,000 exclusion may be applied 
against this lifetime exemption. The taxpayer 
may utilize this exemption at such times and 
in such amounts as he may desire. Where a 
spouse joins in making a gift, there is a $6,000 
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annual exclusion as to each person and, of 
course, a combined $60,000 lifetime exemption. 
The fact that the policy matures at some un- 
certain future time does not by itself create a 
future interest, and the interest is a present 
interest if the donee has a right to the cash- 
surrender value, policy dividends and the other 
advantages that are then capable of immediate 
enjoyment. 

6 H. Rept., p. 93, and S. Rept., p. 127, sum- 
marize the taxpayer’s difficulty under existing 
law as follows: ‘‘Doubt arises as to whether a 
gift in trust for a minor can be a present 
interest since the child does not presently have 
complete control over the property. Where a 
child’s guardian who has control over gifts to 
a child, is personally responsible for the sup- 
port of a child, since he must provide for the 
current needs of the child, it would appear that 
a valid gift could only be for a child’s future 
benefit.’’ The attitude of the Internal Revenue 
Service has been that all gifts to minors in trust 
are gifts of future interest, and taxpayer vic- 
tories have been limited to situations with little 
general applicability. 
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New law.—Availability of the $3,000 an- 
nual exclusion for gifts of a present interest 
to any person is retained. However, the 
definition of a present interest is broadened 
to indicate that a transfer to any person 
of a present property shall 
remain a present interest, even though there 
is a possibility that such interest may be 


interest in 


diminished by the exercise of a power of 
appointment, provided that no part of such 
interest will at any time pass to any other 
person.” 


Example.—D, a donor, conveys $5,000 to 
T, a trustee, in trust, the income to be paid 
to A, son of the donor, for life, the remainder 
to B, A’s son. T has the uncontrolled 
power to terminate the trust and pay over 
to A the trust principal, in whole or in part, 
at any time. A’s present right to income 
may only terminate or diminish upon his 
receiving a greater interest in the trust res. 
No person other than A, during A’s life- 
time, has the right to receive the income or 
principal. Under the provision of 2503(b), 
A’s present right to income is treated as 
a gift of a present interest. 

This section also introduces an entirely 
new provision. A gift to a minor will be 
a present interest and subject to the $3,000 
gift tax exclusion if (1) the income and 
principal may be used by or on behalf of 
a minor until he reaches the age of 21 and 
(2) any amounts not so used to the 
minor when he reaches the age of 21 or, 
in the event of his death prior thereto, to 
may appoint under 
power of appointment.” 


pass 


his estate, or as he 
general 
Comment.—By permitting gifts in trust 


to minors to be gifts of present interests, 


while eliminating the premium-payment test 
of ownership, the 1954 Revenue Code has 
introduced a dynamic formula for tax-free 
insurance planning. Insurance estates may 
be created for minor members of the family 
group free of estate and gift taxes. The 
gift of an insurance policy, or the payment 
of premiums, may be subject to the annual 
exclusion. The valuation of the policies 


may be excluded from the donor’s estate. 


Example.—A father creates an insurance 
trust for his minor The insurance 
policy is on the son’s or other 
family member’s life. The gift of the policy 
may be made in trust and still be sub- 
ject to the annual exclusion provided that 
the trust terminates when the son reaches 
the age of 21 and that the other requirements 
of Section 2503 are satisfied. The donor 
may continue to pay the premiums and, as 
long as he retains no incidents of owner- 
ship nor any reversionary interest greater 
than 5 per cent, as considered in the dis- 
cussion of Section 2042, the premiums up to 
$3,000 will be subject to the annual ex- 
clusion, and none of the value of the equities 
created in the insurance policies donated 
will be in the donor’s estate. Further, the 
mother, by joining in such gift, doubles the 
annual exclusion available, thereby sub- 
stantially increasing the ultimate gift and 
estate tax-free insurance estate. 

This provision is effective only as to 
gifts made on or after January 1, 1955. 
Therefore, where the donor intends making 
gifts to minors which under prior law do 
not qualify as gifts of a present interest but 
would so qualify under the new law, he is 
best advised to. delay such gifts until 


next year.” [The End] 


son. 


father’s, 


“The administration of justice is the firmest pillar of gov- 
ernment.”—George Washington, Letter to Randolph, 1789. 


® S. Rept., p. 478; Sec. 2503(b) as it appeared 
in the House bill corresponded in substance to 
Sec. 1103(b), 1939 Code. The Senate revised 
this provision, explaining S. Rept., p. 127: 
or sometimes a present interest in prop- 
erty, such as a life estate, is coupled with a 
future interest, such as the power of a trustee 
to terminate a trust and make immediate dis- 
tribution to the life tenant. Under present law, 
the life estate might be held to have no value 
since the future interest could result in its 
immediate termination although such termina- 
tion would increase rather than diminish the 
value of the gift to the donee.’”’ The Senate, 
approved by the Conference Committee, added 
the following sentence to Sec. 2503(b): ‘‘Where 
there has been a transfer to any person of a 
present interest in property, the possibility that 
such interest may be diminished by the exercise 
of a power should be disregarded in applying 
this sub-section, if no part of such interest will 
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at any time pass to any other person.’’ Conf. 
Rept., Amendment No. 277, p. 75. 

The Senate, approved by the Conference 
Committee, revised Sec. 2503(c) deleting the 
requirement that principal or income be actu- 
ally expended by or for the minor during 
minority and in lieu thereof providing that such 
amounts may be expended, provided that any 
amounts not so expended will pass to the 
donee upon his attaining the age of 21, or in 
the event of his prior death, would be payable 
to his estate or as he may appoint under gen- 
eral power of appointment. The House Dill 
required that this power of appointment be 
exercisable only by will. The Senate eased this 
restriction so that both testamentary and inter 
vivos forms of appointment would be effective. 
(S. Rept., p. 479; Conf. Rept., Amendment No. 
277, p. 75.) 

7 Sec. 2051. 





The Functioning 


of the Minnesota 


The author, who is claims attorney for 
The Fidelity and Casualty Company of 
New York for Minnesota and South 
Dakota, is a member of the Motor 
Vehicle Committee of the Minnesota 
State Bar Association. He_ prepared 
this article for the April, 1954 issue of 
3ench and Bar, which is the official 
publication of the association 


ARGELY through the efforts of the 

Motor Vehicle and Legislative Commit- 
tees of the Minnesota State Bar Association, 
and others interested, there was placed in 
our statutes a somewhat new type of finan- 
cial-responsibility law which was advisedly 
identified in its title as a safety responsibil- 
ity law. One might be tempted to say that 
this title is somewhat incongruous because 
the word “safety” has little or nothing to 
do with the word “responsibility.” However, 
the word “safety” does have its place and 
meaning. Under this law there is no com- 
pulsion to take out insurance on a car, but 
one who doesn’t had better operate his car 
with care, because if he has an accident, he 
may lose his driver’s license. 

While no statistically accurate figures are 
available, it is generally considered that up 
to 1945, no more than about 45 per cent of 
the motor vehicles on our streets and high- 
Ways were covered by ample insurance pro- 
tection. With the enactment of the safety 
responsibility law, this situation promptly 
changed, and it has been generally accepted 
as a fact that over 90 per cent of all motor 
vehicles on our streets and highways are 
covered by adequate insurance. Previous 
to 1953, compulsory limits were 5/10 for 
bodily injury and $1,000 for property dam- 
age, but since then it has been raised to 
10/20 for bodily injury and $2,000 for 
property damage. The fact is, however, that 
even though the purchase of this type of in- 
surance protection is still on a voluntary 
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Safety Responsibilif 


much 
higher limits. This is as it should be in view 
of the sizable verdicts returned by juries 


basis, most automobile owners buy 


during the last few years in death cases and 
in serious personal injury claims. 

Some 50,000 automobile accidents occurred 
in 1953, but to say that the automobile is a 
dangerous instrumentality is a fallacy. Even 
as far back as 1915, our Supreme Court said 
that an automobile was not “dangerous per 
se.” (State v. Goldstone, 144 Minn. 405.) How- 
ever, we agree that in the hands of some of 
our present drivers, an automobile does be- 
come an instrument through which death, 
personal injury and property damage 
sult to others. The law should concern 
itself more vigorously with taking away the 
automobile from such persons. 


re= 


We have already pointed out that there is 
no accurate information available as to the 
exact number of motor vehicles covered by 
insurance in this state. Insurance companies 
licensed to do business here must make cer- 
tain filings each year, but these show busi- 
done in the state on the basis of 
premiums collected for the various types 
of insurance coverages and, therefore, these 
listings do not show the number of motor 
vehicles involved. Likewise, fleet policies 
are usually written through the main office 
of corporations doing business on a nation- 
wide However, there is certain in- 
formation available to us through the De- 
partment of Highways which we think is 
enlightening. 


ness 


basis. 


These statistics show that there were 
74,468 drivers and owners of motor vehicles 
involved in accidents who became subject to 
the provisions of the safety responsibility 
act because of accidents occurring in Minne- 
sota during 1953. Of this number, 92 per 
cent showed that they had automobile lia- 
bility insurance in force at the time of the 
accident, and 4.7 per cent filed releases 
showing that they had satisfied any claim 
for damages which other persons involved 
in the accident might have had against them. 
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e By ARTHUR M. LYSTAD 


Another 1 per cent made security deposits 

with the Department of Highways in com- 

pliance with the requirements of the act so 

as to avoid the suspension of their driver’s 

licenses. The amount of such deposits was 
in 1953. 


Accidents in Minnesota 


From the above-quoted figures it would 
appear that 2.3 per cent of the drivers and 
owners involved in accidents in Minnesota 
last year did not carry liability insurance nor 
make settlement for damages sustained by 
others in those accidents. Again, we say that 
these figures should be acceptable in connec- 
tion with this discussion, because here we 
have the actual figures concerning motor 
vehicles which have been involved in acci- 
dents, in the state, in 1953. It can well be 
that the percentage of uninsured motor vehicles 
is greater, but that the drivers of such un- 
insured motor vehicles are careful and pru- 
dent drivers, and aim to so continue because 
of the knowledge that they do not carry in- 
surance, and that in the event of an acci- 
dent, they would find themselves in trouble. 


The Motor Vehicle Committee has met 
several times during the past winter to con- 
sider again if it should recommend to the 
state bar association the adoption of a manda- 
tory or compulsory automobile insurance plan. 
After a thorough and detailed discussion of 
the matter, it was voted 13 to five that no 
such recommendation be made at this time. 
This minority has filed a supplemental report 
to which is attached a copy of a mandatory 
or compulsory motor vehicle insurance bill 
which was presented to the House of Rep- 
resentatives in February of 1953 and re- 
ferred to its committee on motor vehicles 
apparently, no action taken. 
Subdivision 6 of this bill reads as follows: 


where, was 


incorporated in 
provisions are 


“Whether or not actually 
the policy, the following 
deemed so incorporated: 


Safety Responsibility Law 


“(a) The liability of the insurer becomes 
absolute upon the occurrence of injury, 
death or damage covered by the policy. 

“(b) Any statement by the insured or by 
the person in his behalf, or any violation of 
the policy shall not defeat or void the pol- 
icy.” 

We don’t need the considered opinion of 
a Philadelphia lawyer to convince us that a 
dishonest person who has purchased insur- 
ance on his car from an insurance agent or 
obtained coverage through the Minnesota 
Assigned Risk pool and who is involved in 
an accident which may be either real or 
faked, resulting in claims or suits, can refuse 
to cooperate with the insurer, refuse to pro- 
vide the insurer with details as to how the 
accident occurred, refuse to come to court 
or, indeed, be guilty of the grossest kind of 
collusion or collaboration. Is it any wonder 
that the insurance industry as a whole is 
bitterly and unyieldingly opposed to such 
illogical and unsound legislation? 


Massachusetts Law 


The fact that Massachusetts is the only 
state in the union which has adopted a com- 
pulsory automobile insurance law is a silent 
but forceful argument against it. Soon after 
its enactment back in 1927, the rate-making 
power was given to the state insurance com- 
missioner. Ever since that time, the law it- 
self and the establishment of proper rates 
have become subject to political pressure. 
1931 and 1939, almost 600 bills 

In 1951 alone, 36 bills were filed 
in the Massachusetts legislature on the sub- 


Between 
were filed. 


ject of compulsory automobile liability in- 
surance: 
from 


The proposals ranged all the way 
repeal of the law to proposals for 
substitution of fund 
which, of course, would mean that the in- 
surance companies would no longer write 
automobile insurance in the State of Massa- 


a monopolistic state 


chusetts. 
For the 
should be noted that because of political 
considerations, the limits required in Massa- 
chusetts are still 5/10 for bodily. injuries. 


information of the readers, it 


Everyone knows this is grossly inadequate 
according to modern standards of insurance 
underwriting. Fewer motorists buy in ex- 
cess of the 5/10 limits in Massachusetts than 
i other state. No property-damage 
coverage is required. The law has no appli- 
cation to accidents occurring other than on 
public streets or highways. In 1936, political 
pressure regarding the rates resulted in a 
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change in the statute and a narrowing of the 
required statutory coverages in Massachu- 
setts by deletion of guest coverage, so that 
the law does not now apply to accidents 
where guest passengers are injured or killed. 


It seems clear that under the safety re- 
sponsibility laws a far broader protection is 
bought by automobile owners generally than 
is the case in Massachusetts where, under a 
compulsory law, the pronounced tendency is 
to buy less protection. It is believed that the 
Massachusetts experience would be repro- 
duced in any which enacted a com- 
pulsory automobile liability insurance law. 
Perhaps it could not have been anticipated 
when the Massachusetts law was first enact- 
ed that political pressures ten years later 
would result in a subsequent narrowing of 
the required coverage and that less insur- 
ance would be purchased under its compul- 
sory law than in other states having safety 
responsibility laws. In any event, these are 
the facts. Accordingly, it would seem that 
however “model” or perfect a proposed com- 
pulsory automobile liability insurance bill 
might seem to its proponents in any state in 
which such a bill might be introduced, there 
is no telling what political pressures would 
do over a period of years to such a law if it 
were enacted and there is no telling to what 
degree the general public will purchase less 
insurance in such a state than it would pur- 
chase under a safety responsibility law. On 
the basis of the Massachusetts experience, 
the public would be better served under a 
safety responsibility law. 


state 


Herter of Massachusetts said 
a year ago: “The operation of our compul- 
sory automobile insurance law has been a 
source of constant vexation to the people of 
the commonwealth, and I have never been 
satisfied with it.” For instance, fake and 
padded claims running into the thousands 
finally called for positive action by the state 
bar and medical associations, and stern meas- 
ures were invoked. Incidentally, the cost of 
a 5/10 bodily injury limits policy in Minne- 
apolis in 1951 was $29, whereas the same 
policy in Boston, in the same year, cost $50.10. 


Governor 


History of Compulsory Insurance 


History should warn us that it is but a 
short step from a compulsory automobile in- 
surance law to a state monopolistic fund and 
to a payment-regardless-of-fault system. A 
Boston judge said not long ago: “Today a 
socially conscious world is dedicated to the 
task of providing for injured persons re- 
gardless of whether they are blameworthy. 
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If we are to change the basis of responsibil- 
ity and throw the burden on those who can 
pay rather than those who are to blame, we 
should at least establish a rational basis for 
determining damage. Our state Workmen’s 
Compensation systems have much to com- 
mend them.” 


An outside lecturer at the University of 
Miami Law School said a few months ago: 


“The proponents of the Commission and 
payment-regardless-of-fault system believe 
that any constitutional problem which may 
arise can be sriefly, here is their 
case. They state that insurance costs to the 
public would be lessened because: 


solved. 


“(1) The investigation of liability would 
be practically eliminated, thus reducing claim 
expenses, 

“(2) Settlement payments would be lim- 
ited to a fixed schedule, 

“(3) Medical and hospital costs 
also be limited to a fixed schedule, 

“(4) Fees for Legal services 
regulated by the Commission. 


would 


would be 


“They point out that the commission sys- 
tem would eliminate the court trial delays 
and other sources of dissatisfaction. I need 
not point out the lawyers’ stake in this situ- 
ation.” 

Neither should there be any question 
about the danger of monopolistic state funds 
because we already have them in a good 
many states with respect to workmen’s com- 
pensation laws. We need only look to our 
sister state of North Dakota. No private in- 
surance company can write a 
compensation policy in that state. 
are many others and more to come. 


workmen’s 
There 


The following is a quotation from a reso- 
lution adopted a year ago by the New York 
State Bar Association: 


“Resolved, that this Association opposes, 


as contrary to the public interest, the enact- * 
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ment of a system of compulsory automobile . 


insurance, or a system of compensation ap-~° 


plicable to all persons injured in automobile 
accidents, without regard to fault.” 


By 1953, 45 states, including the territory . 


of Hawaii, had adopted some form of safe- 
ty responsibility law. In 35 of these states, 
the owner of the vehicle must surrender the 
license plates of his car in addition to his 
driver’s license if he does not have the re- 
quired insurance. Such an amendment per- 
haps should be offered here so as to further 
strengthen our own safety responsibility law. 
From our investigation, such laws are func- 
tioning very well in all jurisdictions. Our 
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lav: is capably and intelligently adminis- 
tered and enforced at a minimum cost. The 
of administration and enforcement of 
a cvmpulsory automobile insurance law stag- 
gets one’s imagination. 


a 
con 


A speaker before the Insurance Law Sec- 
tics: of the New York State Bar Association 
some time ago said: 

XT am reasonably sure that the public, al- 
re,dy influenced in greater degree than it 
rewlizes by socialistic doctrine and practice 
inythis country, is groping toward an admin- 
issrative system of compensation, regardless 
oXfault in automobile accident cases.” 

SReferring to the insurance industry, he 
s“d: “But there comes a time perhaps, when 
pve first law of nature, self-preservation, ap- 
nies, and to the overwhelming majority of 
{tose engaged in the casualty insurance busi- 
ss, self-preservation seems involved, and 
‘idangered by the 

icroaching, evermore menacing advance of 
ycialism in the field of insurance.” 


ever-increasing, ever- 


Searing in the March 30, 1953 issue of the 
Veekly News Digest: 


“The whole concept of automobile insur- 


“ We also quote briefly from an article ap- 
a 
g 
4 
a protecting the owner or operator to the 
bole of protecting the injured third party. 
qihe crying need of the moment is to find 
“some way of taking care of the innocent mo- 
tor vehicle accident victim without incur- 


& ring either the evils engendered by compulsory 
Rinsurance, or 
2 field of 
§ and the potential bureaucratic inefficiency of 
& a state fund.” 


abandoning this important 
private enterprise to socialization, 


Law Is Not Perfect 


It is not intended by this articie to claim 
that our safety responsibility law is per- 
fect. It is intended to claim that it is a good 
law, and that it is, by far, preferable to any 





compulsory automobile insurance plan yet 
devised. There seems to be a widespread 
belief that a compulsory automobile liability 
insurance law provides monetary relief to 
all persons injured in automobile accidents. 
This simply is not a fact. A compulsory au- 
tomobile liability insurance law does not 
apply (a) where the individual causes his 
own injury, (b) where a person causes in- 
juries to members of his immediate family 
who have no right to sue, (c) where there is 
other absence of legal liability or where con- 
tributory negligence is shown, (d) where 
the injuries are caused by cars registered in 
other states (incidentally, it is thought that 
5 per cent or 6 per cent of the motor vehicles 
involved in accidents in Minnesota in any 
year are from, outside the state), (e) where 
the automobiles which the accident 
are not registered or where there is no in- 
force, (f) where the injuries 
are caused by the drivers of stolen cars, 
or (g) where the injuries are caused by 
hit-and-run 


cause 


surance in 


drivers. 

It is respectfully suggested that we need 
better enforcement of highway traffic regu- 
lations by more greater punish- 
ment; a more determined driver-education 
program; a more constant and vigorous pub- 
licity program for the education of the pub- 
lic; and a periodic and required inspection 
of all motor vehicles. 





officers; 


Accidents can be reduced if everyone does 
his share. The continuing increase in traffic 
accidents has become a national calamity. If 
we all join in this crusade against needless 
waste and irreparable damage inflicted upon 
the nation’s economy, which waste and dam- 
age have been estimated to reach some $10 
billion a year, the roots of this whole prob- 
lem may begin to wither and die. In the 
meantime, let us guard with all our might 
the American life, with its free- 
enterprise system, so that we, as lawyers, 


way of 


may continue to prosper and serve. 


[The End] 


LIFE INSURANCE: AN INCOME PROVIDER 


A large share of life insurance policy 
proceeds is now being used by American 
families to provide income, as more and 
more of them set up carefully planned 
programs of protection each year, ac- 
cording to the Institute of Life Insur- 
ance. 

It is estimated that this year the total 
of policy benefits which will go out un- 
der income plans rather than being paid 
out in lump sums will approach the 


Safety Responsibility Law 


$750 million mark. This compares with 
$720 million last year and $540 million 
in 1945, the last year of World War II. 
not include annuity 


These figures do 


contracts. 


The income use of life insurance was 
Less than $20 
payments were used 
Even by 1930, 
the total was only $90 million. 


negligible 30 years ago. 
million of benefit 
to provide income in 1920. 


| 
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LABAMA — Licensed securities sales- 
+%men engaged in selling securities in 
Alabama who offer life insurance coverage 
to purchasers in an amount equal to the 
amount owed for securities but not to ex- 
ceed $10,000 are required to be licensed as 
life insurance agents.—The Superintendent 
of Insurance of Alabama asked the Attorney 
General for an official opinion as to whether 
or not it is necessary that the individuals 
who sell securities in Alabama and offer 
life insurance coverage to purchasers in an 
amount equal to the amount owed for se- 
curities but not to exceed $10,000 must be 
licensed as life insurance agents. The facts 
indicate that the individual who purchases 
the securities would be given an option by 
the salesman to purchase the securities with 
or without insurance. No commissions would 
be paid to the securities salesmen by the 
insurance company. 

The Attorney General quoted Title 28, 
Section 79 of the Code of Alabama 1940, 
which states: 

“Any person who solicits insurance on 
behalf of any insurance company, or for the 
agent of an insurance company or takes or 
transmits any application for insurance, or 
any policy of insurance, to or from any in- 
surance company, or in any way gives 
notice that he will receive or transmit the 
same or receives or delivers a policy of 
insurance for any company, or examines or 
inspects a risk or receives, collects, or trans- 
mits any premium of insurance or makes or 
forwards any diagram of any building or 
buildings (except as a bona fide draughts- 
man), or countersigns any policy of insur- 
ance, or does or performs any other act or 
thing in the making or consummating of any 
contracts of insurance with or for any in- 
surance company is deemed an insur- 
ance agent. 
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” 


Section 10 was also quoted. It reads: 

“All contracts of insurance, the applica- 
tion for which is taken within the state, 
shall be deemed to have been made within 
this state, and subject to the laws thereof.” 

The application for insurance which the 
securities purchaser would receive, provided 
that the agreement was to be construed un- 
der the laws of another state (that of the 
insurance company). The Attorney General 
cited the case of State Life Insurance Com- 
pany v. Westscott, 166 Ala. 192, 52 So. 344, 
which held that it was the intention of the 
legislature, in enacting Section 10, that all 
contracts made on applications signed in 
the state should be governed by its provi- 
sions, and that the statute should override 
any provision in the contract contrary thereto. 

The Attorney General concluded that un- 
der applicable Alabama law the securities 
salesmen must be licensed as life insurance 
agents.—Opinion of the Alabama Attorney 
General, October 18, 1954. 


NDIANA—Any agency, municipality or 

political subdivision of government hav- 
ing the power to fix, increase and decrease 
wages may, as a part of that power, provide 
group and annuity insurance for such em- 
ployees.—The State Examiner of the State 
Board of Accounts asks if municipal, coun- 
ty or state agencies or institutions are au- 
thorized to procure group insurance covering 
their employees and to pay the premium on 
such insurance in whole or in part out of 
public funds. The Attorney General ruled 
that any agency, municipality or political 
subdivision of government having the pow- 
er to fix, increase and decrease wages may, 
as a part of that power, provide group and 
annuity insurance for its employees. Where 
the compensation of any employee is fixed 
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by law absolutely at a specific figure, how- 
ever, Such insurance cannot be provided. 


The Attorney General said that where 
any agency of government, municipality or 
political subdivision cannot legally contract 
to spend without appropriation, the validity 
of such a contract depends upon there being 
an existing appropriation for the payment 
of premiums coming due in the appropriat- 
ing period of the contract’s execution, and 
that any premiums thereafter provided for 
would be subject to due appropriation being 
made therefor. 


The Attorney General held that any such 
insurance contract would not be binding 
upon a succeeding official. He 
stated: “I recognize in giving this opinion 
that the opposite result may be reached by 
a court to which it is submitted as it 
question of first impression in this State and 
He concluded that “The 
only really safe method is to obtain legis- 
lative sanction and authority for such con- 
tracts of insurance.— Opinion of the Indiana 
Attorney General, August 3, 1954. 


board or 


is a 


a close question.” 


\ ARYLAND—No credit on the Mary- 

land retaliatory tax is due to a foreign 
insurance company for tax paid for the sup- 
port of the Maryland State Industrial Acci- 
dent Commission when the state of domicile 
of the foreign company does not permit 
insurance companies to write workmen’s 
compensation insurance.— The Insurance 
Commissioner asked the Attorney General 
whether the refund claim of a foreign in- 
surance company should be allowed. The 


basis of the claim was an alleged overpay- 
ment of the Maryland retaliatory tax which 
resulted by reason of the company’s failure 
to include in the aggregate of taxes paid to 


Maryland the “special tax” levied for the 
maintenance of the State Industrial Accident 
Commission; this resulted in the computa- 
tion of a larger difference between the Mary- 
land taxes and the relative higher premium 
taxes of the state of the foreign company, 
and consequently a larger retaliatory tax. 


The Attorney General held that the for- 
eign insurance company was not entitled to 
any credit due on the retaliatory tax. He 
stated: “The purpose of the Maryland re- 
taliatory tax is not to penalize foreign com- 
panies doing business in Maryland, but to 
promote the equalization of economic bur- 
dens between Maryland companies doing 
business in foreign jurisdictions and foreign 
companies doing business in Maryland.” 
He said further: “If you were to allow the 
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credit claimed by the company, it 
would amount to providing for that com- 
pany the services of the State Industrial Ac- 
cident Commission of Maryland free of 
charge. No similar benefit is provided for 
Maryland companies by the State of Ohio. 
An inequality, rather than equality, would 
be the ultimate result.”— Opinion of the 
Maryland Attorney General, August 31, 1954. 


\ ICHIGAN—The credit union act does 
not give authority to credit unions to 
cancel the debt of a borrower-member, but 
the general authority to require security 
for a loan would permit credit unions to 
require the borrower-member to furnish 
credit life or accident insurance as a con- 
dition to obtaining a loan, and the reserve 
fund provided in the act could be used to 
pay premiums for credit insurance.—Some 
of the pertinent questions asked by the 
Commissioner of the Department of Bank- 
ing and a summary of the answers given 
by the Attorney General follow: 


“(1) May a credit union contract witl 
its members so that in the event of the 
death or disability of a borrower-member 
the debt of the borrower-member is can- 
celled ?” 

The Attorney General stated that no- 
where in the credit union act was there 
authority to permit the credit unions to 
contract with their members to cancel their 
debt in the event of death or disability. He 
quoted the case of East Side Credit Union of 
New York v. Lieman, 221 N.Y.S. 1, which 
stated: 


“In view of the manifest intent of the 
statute to safeguard the assets of the credit 
union, it would be a frustration of the pur- 
pose of the law to relieve the borrower 
from liability, even if only to a certain ex- 
tent a 

“(4) If the answer to question (1), above, 
is in the negative, may a borrower-member’s 
debt be cancelled by action of the board of 
directors or vote of the membership of the 
credit union subsequent to the death or dis- 
ability of the borrower-member ?” 


The Attorney General stated that this 
question is answered in the negative for the 
same reason that question (1) was answered 
in the negative. 

“(5) May a credit union expend its funds 
for the purposes of procuring credit life 
or accident insurance from an accredited in- 
surance organization for the benefit of its 
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borrower-members so that in the event of 
the death or disability of a borrower-mem- 
ber the debt to the credit union would be 
cancelled ?” 


The Attorney General quoted Section 17 
of the credit union act which states: 


“All entrance fees, fines (which may be 
provided by the by-laws for, failure to 
make repayments on loans and payments 
on shares when due), and each year, before 
the declaration of a dividend, twenty (20) 
per cent of the net earnings, shall be set 
aside as a reserve fund which shall be kept 
liquid and intact and not loaned out to 
members, and shall belong to the corpora- 
tion to be used as a reserve against bad 
loans and not to be distributed except in 
case of liquidation.” 


The Attorney General said that it was 
obviously the intention of the legislature for 
this reserve fund to be used for bad loans, 
and paying premiums for credit life or acci- 
dent insurance from the said reserve fund 
would not be a diversion of the fund for a 
purpose other than contemplated. It would 
insure against the risk of death or disability 
of the borrower-member before his debt is 
paid. 


“(7) May a credit union procure credit 
life or disability insurance for a borrower- 
member at the expense of the borrower- 
member ?” 


Section 10 of the credit union act was 
quoted by the Attorney General. It pro- 
vides as follows: 

“The credit committee shall have the 


general supervision of all loans to members. 


A COPYRIGHT MAY BE WRONG 


completely, explain it to a confidante care- 
fully and send a letter to yourself with the 
plan minutely explained inside (to show 
your prior development if it should be neces- 
sary at some later date), and then get an 
audience with some executive who would be 
in a position to put the idea to work, if it 
should be appealing, having an understand- 
ing with him in advance that you will be 
adequately compensated if the idea is used. 
If you follow this scheme, there is still no 
assurance that you will get any money even 
if your idea is used, of course. If the user 
has set forth any stipulations—for example, 


8’ Lweddecke v. Chevrolet Motor Company, 70 
F. (2d) 345. 
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Applications for loans shall be on a form, 
prepared by the credit committee, and all 
applications shall set forth the purpose for 
which the loan is desired, the security, if 
any, offered, and such other data as may 
be required. Within the meaning of this 
section an assignment of shares or deposits 
or the endorsement of a note may be deemed 
security. At least a majority of the mem- 
bers of the credit committee shall pass on 
all loans and approval must be unanimous, 
The credit committee shall meet as often 
as may be necessary after due notice to 
each member.” (Italics supplied.) 


The Attorney General stated that the 
credit committee could require as one of 
the conditions of a loan that credit life or 
disability insurance be furnished as security 
by the borrower-member at the expense of 
the borrower-member, but that the credit 
union could not procure the insurance for 
the member. 


(11) If the answer to question (7), 
above, is negative, may the credit union re- 
ceive any portion of the premium paid by 
the borrower-member ?” 


The answer given by the Attorney Gen- 
eral was that: “To permit credit unions to 
receive any portion of the premium paid by 
the borrower-member would be a violation 
of the Insurance Code, Michigan Statutes 
Annotated Supplement, Section 24.135, which 
makes it unlawful for anyone other than a 
licensed agent or solicitor to receive the 
benefit of any business done or service ren- 
dered by a licensed agent or solicitor.”— 
Opinion of the Michigan Attorney General, 
August 2, 1954. 


Continued from page 725 


that you submit a concrete proposal and 
show your legal right to it—you must com- 
ply with the terms. The idea must be orig- 
inal, novel and valuable, too.‘ 


There is, in sum, very little protection for 
a pure idea. Whether any is desirable or 
feasible is another question, and new legis- 
lation is always possible to attempt to cor- 
rect any existing inequities. At the present 
time it is certain that there are definite lim- 
its to copyright protection, and if all copy- 
right holders understood them, how much 
happier everyone would be. [The End] 
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California Amends 
Earthquake Insurance Regulations 


The California Insurance Commissioner in 
his Ruling No. 81 issued October 8, 1954, ap- 
proved the amendment of the rules and 
regulations relating to the placing of first 
loss (primary) earthquake insurance with 
nonadmitted insurers (Section 2143, Title 
10, California Administrative Code). The 
effective date of this ruling is November 15, 
1954. 

First loss earthquake insurance is insur- 
ance against the hazard of earthquake, cov- 
ering the property insured (subject to such 
deductibles as may be set therein) up to an 
amount usually equal to the percentage of 
the actual cash value of the property in- 
sured which is excluded by the deductible 
clause applicable to straight earthquake or 
earthquake assumption coverages. Such de- 
ductible varies from 5 per cent to 15 per 
cent of the value of the property insured, 
depending upon the class of construction. 


In his ruling, the insurance commissioner 
ordered the following: 

“That Section 2143 of Title 10 of the Cali- 
fornia Administrative Code be, and hereby 
is, amended to read as follows: 

“First loss (primary) earthquake insur- 
ance may be procured from nonadmitted in- 
surers. If at least one of the following ele- 
ments is present, such insurance may be 
procured from such insurers without restric- 
tion as to rates: 

25% 


“1. The deductible is at least less 


than the following: 

“(a) For dwellings of Class D (one to 
four dwellings) Construction (including farm 
dwellings) and the contents thereof—™% of 


State Department Rulings 


1% of the value of the property insured or 


$250, whichever is the higher. 


“(b) For all other buildings of Class I to 
VI Construction (wood frame, stucco, steel 
frame or steel and reinforced concrete) and 
the contents thereof—Y4 of 1% of the value 
of the property insured or $1,000, which- 
ever is the higher. 


“(c) For buildings of Classes VIIa and 
VIIb (ordinary brick building not re-enforced) 
Construction and the contents thereof— 
2% of the value of the property insured or 
$2,000, whichever is the higher. 


“(d) For buildings of Classes VIIIa and 
VIIIb (hollow tile or hollow concrete block) 
Construction and contents thereof—5% of 
the value of the property insured or $3,000, 
whichever is the higher. 

“2. The co-insurance clause 
is not required, or if required, requires in- 
surance in an amount equal to a percentage 
of the value of the property insured which 
is less than the following percentages there- 
or: 


average or 


“(a) Construction Classes I to VI—3%. 

“(b) Construction Classes VIIa and VIIb 
—6%. 

“(c) Construction Classes VIIIa and VIIIb 


—9%. 


“3. The policy covers two or more sub- 
jects of insurance and does not include a 
distribution clause. 

“4. The placement of the coverage is not 
contingent upon the placing of fire insurance 
covering the same property. 

“If at least one of the above elements is 
not present, then the procuring of such in- 
surance from nonadmitted insurers must be 
in conformity with the general rules and 
basic principles as set forth in this article.” 
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For the Insurance Buyer 


You and Your Car Insurance. 
Coughlin and Joseph J. Schneider. 
Morrow and Company, Inc., 425 
Avenue, New York 16, New York. 
192 pages. $2.95. 

This book is written for the car owner 
in everyday nonlegalistic language. It ex- 
plains the automobile policy better than any 
agent can and teaches the automobile in- 
sured his rights, as well as his duties as a 
driver of a car and as an insured. 


George G. 
William 
Fourth 


1954. 


The money an insurance company pays 
out is the money the policyholders pay in. 
The insurance company will pay, provided 
you, their insured, are legally liable. It is 
not an easy thing to understand after an 
accident that there is a difference between 
coverage and liability. The author 
excerpts from actual court decisions as il- 
lustrations. This is the way he explains the 
phrase “in or upon, entering or alighting.” 


uses 


“Several people had attended a wedding 
and started back to the automobile to re- 
turn to their homes. All the car doors were 
locked. One plaintiff opened the front door 
with a key, leaned in to release the tab to 
the rear door; another was standing behind 
her holding the front door open; another 
had her hand on the handle of the rear 
door to open it as soon as the lock was 
released; and another was standing on or 
about the edge of the front door. All of 
them were struck by another automobile. 

“The Court said, ‘They had all completed 
their approach to the car, they were not 
coming up to it with the purpose of entering 
it, they had reached it, and they were ac- 
tually engaged in the process of getting in.’ 

“The Court held that the facts constituted 
‘entering’ within the meaning of the policy.” 
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In explaining casualty insurance, the au- 
thor works in the income tax deduction for 
casualty losses. 

In addition to an explanation of the 
policy, this good book contains a wealth of 
information on how to buy automobile insur- 
ance—what to do after an accident—when to 
consult a lawyer—how to deal with claim ad- 
justers and certain types of claims, such as 
those from car owners, passengers, pedestrians, 
children, motorcyclists and bicyclists. 


Industrial Safety Standards 


Handbook of Industrial Safety Standards. 
Association of Casualty & Surety Companies, 
60 John Street, New York 38, New York. 
315 pages. Ninth edition, 1954. $1.40. 

This book was prepared by the Accident 
Prevention Department of the Association 
of Casualty & Surety Companies. It represents 
a concise but comprehensive compilation of 
industrial safety requirements recommended 
by nationally recognized authorities. How- 
ever, much of the text material is an amplifi- 
cation and the various codes 
on which it is based, and some sections deal 
entirely with covered by any 
existing standards. 


extension of 


topics not 


The subject matter of the handbook runs 
the gamut of industrial safety topics, such 
as safety programs, accident investigation, 
materials handling, etc. 

The book is an authoritative safety refer- 
ence designed for plant administrators, safety 
directors and engineers, industrial training 
program instructors and safety and technical 
educators. To lend greater facility to its 
use, there has been included at the end of 
most chapters a reference list naming the 
safety codes which are especially applicable 
to the subject matter of the chapter. 
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The Oldest Social Insurance 


Workmen’s Compensation. Herman Miles 
Somers and Anne Ramsay Somers. John 
Wiley & Sons, Inc., 440 Fourth Avenue, 
New York 16, New York. 1954. 341 pages. 
$6.50. 

Here is a definitive study of the oldest 
social insurance program in the United 
States. This volume covers all aspects of 
workmen’s compensation—history, 
tion, administration, litigation, insurance, 
actual benefit experience and the related 
fields of industrial safety, health and re- 
habilitation. 


legisla- 


Basic trends in workmen’s compensation 
are presented in terms both of the program’s 
own objectives and with reference to over- 
all social security trends and goals. The 
relationship of workmen’s compensation to 
other social insurances and to private dis- 
ability programs in industry is stressed, as 
is its uneasy interaction with personal in- 
jury (tort) law. 

As both a basic reference and textbook 
it should prove highly valuable to teachers 
of social security and labor legislation, com- 
pensation law, casualty insurance, industrial 
medicine, rehabilitation, public welfare and 
related fields. 

An adaptation of the chapter dealing with 
rehabilitation was published in the Febru- 
ary, 1954 issue of THE INSURANCE LAW 
JoURNAL, 





ARTICLES 


Articles of 
legal publications 


interest in other 





Lawyers’ Responsibilities . . . This ad- 
dress, which. was delivered before the Law 
Alumni Association of the University of 
Minnesota, tells us that the duty of a 
lawyer is threefold, “first, to his client as 
an officer and fiduciary; second, to the court 
as an officer and adviser and as a team 
member in the administration of justice; and 
third, to his community and country as a 
citizen and leader to provide responsible 
leadership.” The concept of the law school’s 
responsibility has changed, for legal educa- 
tion must see to it that lawyers acquire a 
sense of ethical values that relate to client, 
court, community activity and “to the un- 
derstanding and strengthening of American 
institutions, for the increasing recognition 
of the dignity of the personality.” This new 


Books and Articles 


responsibility presents a challenge for the 
law schools to do their part in preparing 
thinking individuals who will effect a stronger 
democracy. 

The author is a United States District 
Judge for the District of Columbia.—Young- 
dahl, “The Lawyer and the Law School— 
Their Place in America,” Minnesota Law 
Review, June, 1954. 


Insuring the Buy-Sell Agreement .. . 
“What arrangements should stockholders 
make which would insulate both surviving 
and the families of deceased 
shareholders from some of the tax complica- 
tions?” This question the author answers by 
presenting a plan which would protect both 
corporation and shareholder, He suggests a 
method whereby the corporation purchases 
life insurance on the lives of the stockhold- 
ers, using the proceeds of the insurance to 
purchase shares. The premiums so paid by 
the corporation would not be deductible, 
and the individual would not have the bur- 
den of premium payments. He outlines four 
provisions to which stockholders and cor- 
poration must agree in order to put his plan 
into action. The author is a New York City 
attorney.—Young, “Stockholders’ Agree- 
ments and Federal Taxation,” Journal of 
the American Society of Chartered Life 
Underwriters, Spring, 1954. 


shareholders 


Life Insurance in Community-Property 
States . . . This article does not attempt 
to cover all of the problems which might 
arise in connection with the designation of 
a life insurance beneficiary in community- 
property states. Instead, it reviews, with 
particular attention to the State of Wash- 
ington, a few of the potential puzzles which 
could present themselves: the possibility of 
an insurance company being compelled to 
pay twice; the commingling of separate 
property with community property after a 
move by the parties into a community-prop- 
erty state; the completion of premium pay- 
ments after the move from a separate- to a 
community-property state. 

The author, a chartered life underwriter, 
suggests that: “The cooperation of under- 
writer, home office and the attorney of the 
client is, therefore, highly desirable if the 
insured’s intentions are to be carried out and 
litigation avoided at death.” It is important, 
also, he says, that the life underwriter have 
an understanding of the involved concepts 
of community-property law.—Powers, “Sta- 
tus of Life Insurance in Community Prop- 
erty States,” Journal of the American Society 
of Chartered Life Underwriters, Fall, 1954. 
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Financial Responsibility in Canada 


The JourNAL has had frequent requests for 
a summary of the Canadian situation in re- 
gard to automobile financial responsibility 
statutes. We take this opportunity to present 
a brief treatment of the subject. 


Financial responsibility, insofar as there 
is any in Canada, is found in the motor 
vehicle acts of the provinces. There does not 
appear to be any specific provision of this 
type respecting motor vehicles. 


There is a special arrangement in the 
province of Ontario and within other prov- 
inces for the payment of claims in 
where persons are unable to collect for 
damages suffered. In Ontario this is known 
as the unsatisfied judgment fund. The money 
in this fund is provided by a levy of $1 on 
each owner of a motor vehicle in the prov- 
ince. This levy is not made each year, but 
only when the fund becomes depleted. If a 
person secures a judgment from a court 
against the driver of a motor vehicle but is 
unable to collect because the person has no 
money, the judgment may be paid out of 
this fund.. If a person sustains damages 
from a “hit and run” driver, the moneys 
may be paid out of this fund to compensate 
for the loss even though the name of the 
driver is not known. 


cases 


The followirg provincial acts contain pro- 
visions respecting the financial responsibil- 
ity in relation to the operation of automobiles : 

Alberta—The Vehicles & Highway Traffic 
Act, Chapter 275, Revised Statutes 1942. 
British Columbia—The Motor Vehicles Act, 
Chapter 227, Revised Statutes British Colum- 
bia 1948. Manitoba—The Highway Traffic 
Act, Chapter 93, Revised Statutes 1940. 
Newfoundland—The Highway Traffic Act, 
1951. Nova Scotia—The Motor Vehicle 
Act, Chapter 6, 1932. New Brunswick— 
The Motor Vehicle Act, Chapter 20, 1934 
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(not included in the Revised Statutes). On- 
tario—The Highway Traffic Act, Chapter 
167, Revised Statutes Ontario 1950, Part 
XIII. Prince Edward Island—The High- 
way Traffic Act, Chapter 73, Revised Stat- 
utes 1951. Saskatchewan—The Vehicles 
Act, Chapter 344, Revised Statutes 1953. 

The Quebec act would appear to be the 
Motor Vehicles Act, Chapter 9, Revised 
Statutes 1941, but there does not appear to 
be any enactment involving financial respon- 
sibility similar to the provisions added by 
the other provinces in recent years. 


Aviation-Exclusion Clauses 
Apply to Military Flying 


The beneficiaries of a deceased brought 
suits to recover the face amounts of five life 


insurance policies covering the deceased. 
The deceased, who was in charge of the 
Army Air Corps Glider Program, was killed 
when he was forced to bail out of a glid- 
er and his parachute failed to open. The 
policies contained similar aviation-exclusion 
clauses which excluded the companies from 
liability for death resulting from “service, 
travel or flight in any species of aircraft.” 


The Delaware district court rendered judg- 
ment for the insurance companies, holding 
that the aviation-exclusion clauses excluded 
military as well as civilian flying. The court 
stated that it appeared in the early stages of 
the litigation that there were ambiguities in 
the policies, but that the beneficiaries failed 
to sustain, even by extrinsic evidence, their 
construction of the policy, namely, that mili- 
tary flying was not excluded from cover- 
age. The court concluded that inasmuch as 
two juries had failed to reach a decision as 
to this question of coverage, and inasmuch 
as the beneficiaries had failed to adduce 
proof demonstrating that the policies were 
intended to have a meaning other than that 
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PERSONS AND EVENTS 


Dean Laurence J. Ackerman, of the 
University of Connecticut, president of 
the American Association of University 
Teachers of Insurance, has announced 
the program for the nineteenth annual 
meeting of the association, The meeting 
will be held at the Sheraton Cadillac 
Hotel in Detroit on December 28. The 
morning session is to be a symposium 
dealing with two subjects: (1) require- 
ments for persons majoring in insurance 
and (2) teaching insurance at an ad- 
vanced level on the “line” basis. The 
noon luncheon will feature Eugene M. 
Thoré, general counsel of the Life In- 
surance Association of America, as speaker. 
His subject will be “Ingratiating Inter- 
vention.” For the afternoon session there 
will be a panel discussion, “Tomorrow 
in the Automobile Liability Business.” 
Any person who is interested may attend 
any session of the meeting. For further 
details, write to the association’s execu- 


found in the language of the policies, there 
was no coverage of military flying —Wil- 
mington Trust Company v. Travelers Insurance 
Company. United States District Court for 
the District of Delaware. September 14, 


1954. 4 Avr. 17,450. 


Death Benefits Awarded 
on Circumstantial Evidence 


The Michigan Supreme Court, in a recent 
decision, awarded death benefits to the 
widow of a deceased automobile company 
employee who died of cyanide poisoning. 
The evidence disclosed that the employer 
used sodium cyanide in a gear and axle 
building, but that the compound was not 
used in the department in which the de- 
cedent worked. The decedent’s work loca- 
tion was some 420 feet from a heat treating 
department where cyanide was used in large 
quantities in a metal hardening process. The 
cyanide was also used in a copper plating 
process approximately 50 feet from the de- 
cedent’s work area. 

The court ruled that it could not say that 
the commission was in error in concluding 
that a compelling inference existed that the 
decedent accidentally contacted cyanide dur- 
ing his course of employment. Thus, the 
awarding of death benefits was held to be 
proper even though there was no affirmative 


The Coverage 


tive office in care of Illinois Wesleyan 
University, Bloomington, Illinois. 

The 1954 semiannual meeting of the 
National Association of Insurance Com- 
missioners will be held at the Commodore 
Hotel, New York, November 29-Decem- 
ber 3. 

J. F. Montgomery, of Jackson, Mis- 
sissippi, was elected president of the Na- 
tional Association of Mutual Insurance 
Agents. 

Alfred W. Perkins, vice president of 
Union Mutual Life Insurance Company, 
was elected to the chairmanship of the 
Governing Committee of the Bureau of 
Accident and Health Underwriters. 

At the annual convention of the Na- 
tional Association of Insurance Agents, 
Joseph A. Neumann, of Jamaica, New 
York, was named president and Kenneth 
Ross, of Arkansas City, Kansas, 
elected vice president. 


was 


showing that the deceased actually came in- 
to contact with the deadly poison during 
his employment.—Zytkewick v. Ford Motor 
Company. September 8, 1954. 


Beneficiary Denied Recovery 
by Canadian Court 


This case, which was tried in the Cana- 
dian courts, presented some interesting facts. 
The marriage between the insured and the 
applicant for the proceeds of the insured’s 
life insurance policies was declared void ab 
initio by reason of the mental incapacity of 
the insured at the time of the celebration of 
the purported marriage. The insured’s poli- 
cies’ designated the “wife” as beneficiary. 
The administrator of the deceased’s estate 
opposed the “wife’s” application for the 
proceeds of the policies. The court dis- 
missed the “wife’s” application for the pro- 
ceeds of the policies. A distinction was 
drawn between a proceeding wherein a mar- 
riage was declared invalid, although it sub- 
sisted in some respects up to the time of 
the declaration, and a proceeding which 
declared that the purported marriage had 
never existed in fact or law, that is, was 
void ab initio. The court said that the desig- 
nations of the applicant as beneficiary were 
in the nature of gifts made by the insured 
under the mistaken belief that the marriage 
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was valid, and that he had a duty to make 
such designations, and that the gifts should 
be declared of no effect, and a resulting 
trust established in favor of the deceased’s 
estate. The court held that inasmuch as the 
applicant had never been in law the wife 
of the insured, she had no right to the 
proceeds of the insurance policies. Both the 
“wife” and the administrator of the estate 
were allowed to have their costs out of the 
fund.—In re the Insurance Act; In re Louis 
Isaacs, Deceased. WUHigh Court of Justice. 
June 15, 1954. CCH Canapran INSURANCI 
Law Reports § 1-151. 


Code of Practices Adopted 
for Accident and Health Business 


The Bureau of Accident and Health Un- 
derwriters has adopted a code of practices 
for the conduct of the business of its mem- 
bership. The code was given strong en- 
forcement teeth by an amendment to the 
association’s constitution making its observ- 
ance mandatory for membership. 

In general, the new code sets up an ethi- 
cal standard for the conduct of companies 
writing accident and health insurance. It 
posits the philosophy of working for the best 
interests of the public and of providing 
sound protection against the financial haz- 
ards resulting from accident and sickness 
through loss of income and cost of treat- 
ment. 

The code forbids sales methods, advertis- 
ing and other methods or practices that tend 


STATEMENT REQUIRED BY THE ACT ( 
AUGUST 24, 1912, AS AMENDED BY TI 
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(Title 39, United States Code, 
SHOWING THE OWNERSHIP, 
MENT, AND CIRCULATION OF 
INSURANCE LAW JOURNAL published monthly 

at Chicago, Ills., for Oct. 1, 1954. 
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MANAGE- 


1 
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to degrade the business of accident and 
health insurance and that create false im- 
pressions as to policy coverage or service, 
It condemns policies not expressed in as 
clear and simple language as possible or 
containing unreasonable limitations and ex- 
coverage. Comprehensively, the 
new code rules on every phase of the acci- 
dent and health business from the prepara- 
tion and marketing of policies to the prompt 
settlement of just claims and the renewal of 
the insured’s coverage. 


clusions of 


NYFIRO Rating Plan for 
Highly Protected Risks Approved 


A new rating plan for highly protected 
risks has been approved by the New York 
Insurance Department. The plan, filed by 
the NYFIRO, is for the purpose of 
mitting that organization’s members and 
subscribers to better compete with other 
insurers and company groups for preferred 
industrial and commercial lines. The plan 
being 


per- 


has also been described as loose 
enough to permit qualified companies to use 
their separate from filed 


by the rating organization. 


own rates, those 
plan 
special 


To qualify for rating under this 
designed for risks which warrant 
engineering, rating and underwriting treat- 
ment, the risks must have certain qualifica- 
management with 
reduction of loss, presence of specialized 
inspection and engineering service, mini- 
mum retained annual premium of $200, etc. 


tions, such as success 


Millbrook, New York; Margaret Thorne Parshall, 
Millbrook, New York; Justus L. Schlichting, Toms 
River, New Jersey; Bertha Palmer Thorne, Bedford 
Village, New York; Oakleigh L. Thorne, Millbrook, 
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rities are: (If there are none, so state.) None. 

4. Paragraphs 2 and 3 include, in cases where 
the stockholder or security holder appears upon the 
books of the company as trustee or in any other 
fiduciary relation, the name of the person or cor- 
poration for whom such trustee is acting; also the 
statements in the two paragraphs show the affiant’s 
full knowledge and belief as to the circumstances 
and conditions under which stockholders and secu- 
rity holders who do not appear upon the books of 
the company as trustees, hold stock and securities in 
a capacity other than that of a bona fide owner. 

5. The average number of copies of each issue 
of this publication sold or distributed, through the 
mails or otherwise, to paid subscribers during the 
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NEGLIGENCE 

Summaries of Selected Decisions 
| Recently Reported by CCH 
| NEGLIGENCE REPORTS 


Breach of Implied Warranty— 
Essential Allegations 


Where the plaintiff brings an action for 
breach of the implied warranty of fitness 
for injuries sustained by reason of the 
vendor serving her ice cream which con- 
tained glass, the complaint must contain 
an allegation that the vendor was given 
notice of the breach of warranty. Califor- 
nia Supreme Court. 


On May 23, 1951, the plaintiff filed a com- 
plaint alleging that the vendor (defendant) 
was negligent in that it served her ice cream 
that contained glass, and that she received 
injuries by eating this glass. On August 16, 
1951, plaintiff filed an amended complaint 
which raised the sums prayed for as dam- 
ages, and which stated that plaintiff was 
served an ice cream soda rather than a dish 
of ice cream. This amended complaint, like 
the original, pleaded a cause of action 
grounded only in negligence. On the day the 
case was calendared to go on trial the plain- 
tiff served the vendor with a copy of a 
proposed amendment to her amended com- 
plaint, alleging the vendor breached an im- 
plied warranty of fitness. The following day, 
when the case was actually called for trial, 
plaintiff moved for permission to file the 
amendment. The motion was denied and 


Negligence 


Selected Decisions | 
from All Jurisdictions 


judgment entered for the vendor. The court 
of appeals reversed the judgment holding 
that the lower court had abused its discre- 
tion. An appeal was then brought to the 
state supreme court. 


Held: The proposed amendment to the 
complaint was properly rejected, and judg- 
ment should be affirmed for the vendor. The 
court said that it is a basic rule of pleading 
in this state that amendments shall be lib- 
erally allowed so that all issues material to 
the just and complete disposition of a case 
may be expeditiously litigated, but “the 
question whether the filing of an amended 
pleading should be allowed at the time of 
trial is ordinarily committed to the sound 
discretion of the trial court.” (Moss Estate 
Company v. Adler, 41 Cal. (2d) 581, 261 Pac. 
(2d) 732 (1953).) The court said that in the 
present case the record shows no excuse for 
the tardiness in presenting the new cause of 
action (breach of implied warranty of fitness), 
and thus the lower court can not be said to 
have abused its discretion by denying its ad- 
mission. 


The court stated that the first amended com- 
plaint (upon which trial was had) did not state 
a good cause of action fer breach of implied 
warranty in that it overlooked an essential ele- 
ment, namely, an allegation that the plaintiff 
gave notice of the breach to the vendor within 
a reasonable time. The court quoted Section 
1769 of the state civil code which provides: 


“Tn the absence of express or implied agree- 
ment of the parties, acceptance of the goods by 
the buyer shall not discharge the seller from 
liability in damages or other legal remedy for 
breach of any promise or warranty in the 
contract to sell or the sale. But, if, after ac- 
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ceptance of the goods, the buyer fails to give 
notice to the seller of the breach of any 


promise or warranty within a reasonable 
time after the buyer knows or ought to 
know of such breach, the seller, shall not 
be liable therefor.” 


Thus, the vendor was entitled to a judgment 
in the action—Vogel v. Thrifty Drug Com- 
pany. California Supreme Court. July 2, 
1954. 3 NEGLIGENCE Cases (2d) 996. 


Vendor Not Liable 
for Magnesium Bathinette’s Burning 


The vendor of a magnesium alloy bathi- 
nette is not liable on the theory of an im- 
plied warranty for injuries sustained due 
to the bathinette’s burning fiercely unless 
it is shown that the bathinette was 
the cause of the fire originally. Second 
Circuit. 


The plaintiffs were the owners of a bath- 
inette which was made of a magnesium al- 
loy. A fire broke out in the bathroom of the 
plaintiffs’ apartment due to an unknown 
cause, and the bathinette, which was then 
in the bathroom, was ignited and burned 
fiercely. The danger to the plaintiffs was 
greatly increased by the burning magnesium 
alloy. The plaintiffs succeeded in getting 
their children safely out of the apartment, 
but were injured in so doing. The plaintiffs 
brought an action against the retailer and 
manufacturer of the bathinette, alleging 
negligence in constructing the bathinette of 
improper material and a breach of warranty 
by the seller. The lower court charged that 
there could be no recovery on an implied 
warranty or on the claim based on negli- 
gence unless it was found that “this baby 
bathinette was the cause of the occurence 
of the fire originally.” The court said that if 
the bathinette became ignited because “it 
became subjected to flames from a previous- 
ly started fire,” there should be a verdict for 
the defendants. Judgment was entered for 
the defendants, and the plaintiffs appealed 
contending that the court erred in its charge. 

The Second Circuit affirmed the judgment 
for the defendants, holding that the lower 
court’s charge was correct. The court took 
cognizance of the fact that magnesium would 
be more dangerous in a fire than wood or 
some other substance, but stated that where 
an article is not inherently dangerous in its 
normal or intended use, its manufacturer or 
vendor is not liable for a result which is 
brought about by its subjection to unusual 
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and extraordinary conditions. (Beickert v. G, 
& M. Laboratories, 242 N. Y. 168.) The court 
said that there was no implied warranty that 
the bathinette was noncombustible. 


A dissenting opinion stated that a jury could 
reasonably conclude that the defendants should 
have anticipated the breaking out of a fire ina 
dwelling, and that the presence of the bathi- 
nette could easily turn an ordinary house or 
apartment into a fire-trap. Under such facts, 
the opinion stated, the defendants would owe 
a duty to warn a purchaser of this dangerous 
attribute of the magnesium alloy. Thus, the dis- 
senting opinion held that the charge that the 
jury must find for the defendants if the bath- 
inette was ignited because ‘‘it became subjected 
to flames from a previously started fire’ was 
erroneous.—Hentschel v. Baby Bathinette Cor- 
poration and Sears Roebuck & Company. 
United States Court of Appeals for the Sec- 
ond Circuit. July 27, 1954. 3 NEGLIGENCE 
Cases (2d) 1087. 


Short Shorts from the Courts 


California . . . A barge on an unfenced 
slough did not constitute an attractive nuis- 
ance, and was not the proximate cause of 
the drowning of two children—Ward v. 
Oakley Company. California District Court 
of Appeal. June 14, 1954. 3 NEGLIGENCE 
Cases (2d) 1016. 7 


Delaware . .. A baby sitter who fell 
down a flight of cellar steps while exploring 
the premises exceeded the limit of her in- 
vitation, and could not recover from her em- 
ployer in an action for negligence.—Fahey 
v. Sayer. Delaware Supreme Court. July 1, 
1954. 3 NecLiceNcE Cases (2d) 1036. 


Missouri . . . The parents of a child 
who died as a result of injuries received 
when he fell on a broken bottle had a cause 
of action against a landowner who main- 
tained a dump abutting a public way.—Wells 
v. Henry W. Kuhs Realty Company. Missouri 
Supreme Court. July 12, 1954. 3 NectI- 
GENCE Cases (2d) 1003. 


New Jersey . . . A child in the company 
of a parent at defendant’s place of business 
is an invitee and not a licensee —Murphy v. 
Kelly. New Jersey Supreme Court. June 21, 
1954. 3 NEGLIGENCE Cases (2d) 1024. 


Texas .. . An irrigation district was 
not liable for the death of a child who 
drowned in one of its ditches —Bennett v. 
Brown County Water Improvement District 
Number One. Texas Supreme Court. July 
21, 1954. 3 Necticence Cases (2d) 1041. 
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LIFE 
Summaries of Selected 

Decisions Recently Reported 

by CCH LIFE INSURANCE 


REPORTS 





Suicide Exclusion Clause 
Applies When Policy Issued 


Where a suicide exclusion clause of a life 
insurance policy stipulates that it applies 
for “one year from the date of issue of this 
Policy,” it is effective from the date of 
issue of the policy and not the effective 
date: of the policy. Ninth Circuit. 


The* insured obtained a life insurance 
policy. from the defendant insurance com- 
pany. The application for the insurance 
was njade by the insured on June 15, 1951, 
but fer the obvious purpose of giving the 
insured a lower premium rate based on his 
insurance age, the application asked that the 
polics be written to take effect on March 
14, 1951. 

* 


Ingconformity with the application, the 


defertant company issued a policy which 


state{l: “The anniversaries and insurance 
year® of this Policy shall be determined 
* March 14, 1951, the date as of which 


from, 
this golicy shall be deemed to take effect.” 


Fellowing this provision was the clause: 
“In @witness whereof the [life insur- 
anc® company] has caused this Policy to be 
exeSuted on June 22, 1951, which is its date 
of iysue.” (Italics supplied.) 

Whe suicide provision of the policy read 
as Sollows: “In event of suicide within one 
year from the date of issue of this Policy, 
wither the Insured be sane or insane, the 
insirance under this Policy shall be a sum 
eqaial to the premiums hereon which shall 
hagre been paid to and received by the Com- 
(Italics supplied.) 

«fhe incontestability clause read: “This 
P$licy shall be incontestable after it has 
been in force during the lifetime of the In- 


pay and no more.” 


sured for one year from its date of issue 
” (Italics supplied.) 

The insured committed suicide on May 
23, 1952, and the plaintiff (beneficiary) 
brought suit to recover the face amount of 
the policy. The lower court held that the 
provisions of the policy and the application 


Life, Health—Accident 


therefor were ambiguous as to the control- 
ling date, and granted judgment for the 
plaintiff. An appeal was then taken. 


Held: Judgment for the plaintiff reversed, 
and judgment entered for the defendant 
company. The circuit court held that there 
was no ambiguity involved. The court said 
that the policy was clearly in effect from 
March 14, 1951, for every purpose except 
the suicide and incontestability provisions, 
and that the latter were on their face gov- 
erned by “the date of issue” which was 
specifically stated in the policy to be June 
22, 1951. Inasr-uch as the insured’s suicide 
occurred within one year from the specified 
date of issue, the defendant’s obligation was 
limited to the return of premiums paid.— 
New York Life Insurance Company v. Noon- 
an. United States Court of Appeals for the 
Ninth Circuit. September 24, 1954, 1 Lire 
Cases (2d) 1091. 


Accidental Means Defined 


Where suit is instituted under an accident 
policy for the insured’s death which was 
brought about by a rupture of the aortic 
lining caused by the lifting of a heavy 
crate, the court must instruct the jury as 
to the difference between “accidental 
means” and “accidental death.” Fifth 
Circuit. 


The defendant insurance company issued 
an accident policy on the husband of the 
plaintiff (the beneficiary). The policy in- 
sured against death “caused directly and 
exclusively by bodily injury sustained, solely 
and independently of all other causes, 
through accidental means.” (Italics supplied.) 

The evidence indicated that the deceased 
died as a result of a rupture of the aortic 
lining which was caused by the lifting of a 
heavy crate. The plaintiff brought suit and 
recovered a judgment against the defendant 
on its policy. An appeal was then taken 
to a circuit court. 

On appeal the circuit court reversed the 
decision and remanded the case to the lower 
court with instructions to grant a new trial 
if the plaintiff is able to produce further 
evidence; otherwise to render judgment for 
the defendant company. The circuit court 
stated that the lower court should have in- 
structed the jury, at least in substance, as 
to the difference between “accidental means” 
“accidental death,” and that the jury 
should. have been charged that the import- 
ant question was: Did anything unusual, un- 
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foreseen, unexpected or out of the ordinary 
happen in the act of lifting the crate, but 
for which the deceased would have not been 
injured? 


One of the cases relied on by the circuit 
court was Landress v. Phoenix Mutual Life 
U. S. 491 (1934), 


Insurance Company, 291 
which held: 


“But it is not enough, to establish liability 
under these clauses, that the death or injury 
was accidental in the understanding of the 
average man for here the carefully 
chosen words defining liability distinguish 
between the result and the external means 
which produces it. The insurance is not 
against an accidental result. The stipulated 
payments are to be made only if the bodily 
injury, though unforeseen, is effected by 
means which are external and accidental.” 

The circuit court held that as the record 
now stands the conclusion that the death 
was caused by “accidental means” is not 
warranted.—Hartford Accident & Indemnity 
Company v. Douglass. United States Court 
of Appeals for the Fifth Circuit. 
12, 1954. 1 Lire Cases (2d) 1058. 


August 


Annual Increase Provision 
of A and H Policy Construed 


An annual increase provision of an acci- 
dent and health policy which states that 
“each year’s renewal premium paid in 
advance shall add Two Hundred Fifty 
Dollars to the Regular Death Benefit” 
shall be construed to mean quarterly 
premiums required by the policy. New 
York. 


The defendant insurance company issued 
an accident and health insurance policy to 
the late husband of the plaintiff. The policy 
provided benefits for loss of life, limb, sight 
or time by accidental means, or for loss of 
time by sickness, The policy had on its 
face in large letters the words “TEN YEAR 
ANNUAL INCREASING POLICY.” It 
also provided on its face the following: 

“PART C. ANNUAL INCREASE TWO 
HUNDRED FIFTY DOLLARS PER 
YEAR 

“After the first year’s premium has been 
paid, each year’s renewal premium paid in 
advance on this policy shall add Two Hun- 
dred Fifty Dollars to the Regular Death 
Benefit until the same amounts to 
Thousand ($5,000.00) Dollars.” 
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Five 


The policy also provided under the head- 
ing of “STANDARD PROVISIONS” as 


follows: 


“17. If the Insured shall carry with 
another company, corporation, association 
or society other insurance covering tle 
same loss without giving written notice to 
the Association, then in that case the As 
sociation shall be liable only for such por- 
tion of the indemnity promised as the said 
indemnity bears to the total amount of like 
indemnity in all policies covering such loss, 
and for the return of such part of the pre- 
mium paid as shall exceed the pro rata for 
the indemnity thus determined.” 


The insured direct result of 
accident, and the plaintiff was the duly 
designated beneficiary under this policy. At 
the time of his death the insured had a life 
insurance policy with another company. The 
life insurance policy provided double in- 
demnity in case of accidental death. The 
plaintiff brought suit against the defendant 
company issuing the accident and health 
policy to collect the face amount of the 
policy plus the annual increases brought 
about by paying premium in advance. The 
insurance company defended on the grounds 


died as a 


that the increase was payable only if a full 
year’s premium was paid in advance, and 
also that the company was only liable for a 
portion of the loss inasmuch as the insured 
had a life insurance policy which 
covered his death by accidental means. 


also 


The court found against both contentions 
of the defendant, and judgment was ren- 
dered for the plaintiff for the increased 
amount of the policy. The court held that 
the language of the annual increase provi- 
sion was ambiguous, and that in such an 
instance the ambiguity must be construed 
most strongly against the insurance company. 


The court said that the amount payable 
to the plaintiff is not to be prorated with 
the amount payable under the insured’s 
life insurance policies in that a life insur- 
ance policy providing double indemnity in 
the case of accidental death does not cover 
the “same health and accident 
The court stated that the New 
York courts have construed the “same loss” 
as meaning the identical type of loss covered 
by the other policy—Thomas v, Mutual Bene- 
fit Health & Accident Association. United 
States District Court for the Southern Dis- 
trict of New York. August 16, 1954. 1 
Lire Cases (2d) 1065. ; 


I L J— November, 1954 


loss” as a 


pc licy. 


ba: 

Th 
press 
two- 
tensi 
rear 
by a 
galv: 
in th 
the | 
steal 
plant 
carri 
steal 
were 
builc 
fire. 
insu 
pany 
tend 
by t 
an 
met 
sure 
equi 
thes 
met 
sure 
plai 
pro} 
but 
cou 
pan 





a 

| Summaries of Selected Deci- 
sions Recently Reported by 
CCH FIRE-CASUALTY IN- 
SURANCE REPORTS 


Reformation Granted 
Where Mutual Mistake Involved 


Where it was the intention of the parties 
that all of the insured’s buildings were to 
be covered by fire insurance policies of 
the insurer, but due to the mistake of the 
insurer’s agent in writing the policies a 
certain building was omitted from cov- 
erage, reformation will be granted on the 
basis of mutual mistake. Virginia. 


The insureds operated a cleaning and 
pressing establishment which consisted of a 
two-story brick building, a cinder-block ex- 
tension in the rear, and immediately to the 
rear of the extension, and separated therefrom 
by a six-foot private alley, was a one-story 
galvanized iron building. The concrete floor 
in the cinder-block addition extended across 
the lane and under the metal building. The 
steam necessary for the operation of the 
plant was generated in the metal building and 
carried by pipes to the main building. The 
steam irons, washers and pressing machines 
were located in this metal building. The metal 
building and its contents were destroyed by 
fire. The insured had previously obtained fire 
insurance from the defendant insurance com- 
pany. The facts indicate that the insured in- 
tended to have the metal building covered 
by the company’s policies, but that through 
an error of an agent of the company the 
metal building was not listed on the in- 
sured’s policies. The insured brought suit in 
equity to have the policies reformed so that 
would 
metal building destroyed by fire. The in- 
sured alleged that it was the intention of the 
plaintiffs and the agent of the company to 
protect by such policies all of the buildings, 
but that this had not been done. The lower 
court granted the reformation, and the com- 
pany brought an appeal. 

Held: 
tion of the policies to include the metal 
building should be affirmed. The appellate 
court stated that there was evidence that the 
agent made a mistake in not writing the 


they include in their coverage the 


The decree granting the reforma- 


policies to conform to the intent of the par- 
ties, but no evidence that the agent was 


Fire and Casualty 


guilty of any fraud. The court held that a 
mistake of an agent concurred in by an in- 
sured is a mutual one affording a basis for 
reformation. The court quoted Mutual Life 
Insurance Company v. Metzger, 167 Md. 27, 
172 Atl. 610, which stated: 


“The principle that mistake of one party 
alone, not a mutual or common mistake, 
will not be corrected by reformation, cannot 
prevent relief in this instance, for the mis- 
take was a common one within the meaning 
of that rule. It is not meant by it that the 
error in drafting by the agent of one party 
cannot be relieved. Insurance policies are 
always drafted by agents of the company, 
but that fact does not interfere with cor- 
rection of mistakes in drafting. 2 Cooley, 
Briefs on Insurance (2d Ed.) 1424. The 
mistake common to both parties which sup- 
ports reformation in these cases is in the 
supposition of both that their final writing 
states their agreement correctly.” 

The appellate court adopted the views 
laid down in this decision and accordingly 
affirmed the lower court’s decree granting 
reformation on the basis of mutual mis- 
take.—Bankers Fire Insurance Company v. 
Henderson. Virginia Supreme Court of Ap- 
peals. September 8, 1954. 8 Fire ann Cas- 
UALTY Cases 451. 


Agent Lacks Authority 
to Waive Policy Provision 


A local agent of an insurance company 
has no authority to waive the express pro- 
visions of a policy limiting the coverage 
of furnishings to the home designated in 
the policy. Michigan. 


The insureds obtained a fire insurance 
policy from the defendant insurance com- 
pany, the pertinent provisions of which fol- 
low: 


“1 $4000. ON household and personal 
property usual or incidental to the occu- 
pancy of the premises as a dwelling . . . while 
contained in the above described dwelling or 
appurtenant private structures or while on 
the above described premises. 


“The Insured may apply up to ten per 
cent (10%) of the amount specified for Item 
1 to cover property described therein and 
insured thereby belonging to the In- 
sured or any member of the family of, and 
residing with the Insured, while elsewhere 
than on the described premises 


“Waiver provisions. No permission affect- 
ing this insurance shall exist, or waiver of 
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any provision be valid, unless granted here- 
in or expressed in writing added hereto.” 


A local agent of the company, who was 
authorized to issue policies, orally indicated 
to the insureds that household property 
which they were moving to a location other 
than that stipulated in the policy would be 
covered by their policy. A fire destroyed 
these household goods at their new location, 
and the insureds brought an action to re- 
cover the loss under their policy. The state 
supreme court entered judgment for the in- 
sureds for $400 only, holding that the agent 
had no authority to change the provision of 
the policy limiting coverage to the designat- 
ed place of residence of the insureds with 
the exception of $400 if the loss occurred 
elsewhere.—House v. Billman; Security In- 
surance Company. Michigan Supreme Court. 
October 4, 1954. 8 FrrE AND CASUALTY CASES 
469. 


Insurable Interest 


Where a husband constructs a building at 

his own expense on his wife’s property 

with her consent, he has an insurable in- 
terest in the building to the extent of the 
full value of the building. Georgia. 

The insured and his wife purchased with 
their joint funds some real estate which for 
“security reasons” the wife took title to in 
her name alone. Subsequently, the insured 
told his wife that he wanted to build onto 
the residence they occupied on this proper- 
ty an additional room for a hobby shop. The 
wife objected but stated that he could con- 
struct elsewhere on the lot a separate build- 
ing for his hobby shop, and that whatever he 
built would be his own which he could do 
with as he chose. The insured had this sepa- 
rate building constructed, and paid all ex- 
penses incurred. He took out fire insurance 
in his own name with the defendant insur- 
ance company. A fire destroyed this build- 
ing, and the insured and his wife brought 
an action to recover the proceeds of the pol- 
icy. The policy provided: 

“In Consideration of the Provisions and 
Stipulations Herein or Added Hereto AND 
OF the premium above specified this Com- 
pany for the term of One Year from Decem- 
ber 11, 1951 (At Noon Standard Time) to 
December 11, 1952 (At Noon Standard 
Time) at location of property involved to 
an amount not exceeding the amount(s) 
above specified, does insure . . . [the in- 
sured]... to the extent of the actual cash 
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value of the property at the time of loss, but 
not exceeding the amount which it would 
cost to repair or replace the property ... 
nor in any event for more than the interest 


of the insured, against all DIRECT LOSS 


The only issue which faced the court was 
whether the insured had an insurable inter- 
est in the building insured, and, if so, the ex- 


tent of that interest. The court held that the } 


insured had an insurable interest in the 
building to the extent of the full value of 
the building, and judgment was entered for the 
insured accordingly. The court quoted the 
Georgia Code, Chapter 56, Section 812, 
which provides: 


“To sustain any contract of insurance it 
shall appear that the insured has some in- 
terest in the property or event insured, and 
such as he represented himself to have. A 
slight or contingent interest, whether legal 
or equitable, shall be sufficient, and several 
having different interests may unite in pro- 
curing one policy; so a husband or parent 
may insure the separate property of his wife 
or child, the recovery being held by him in 
trust for them; but a mere expectation of 
an interest is not insurable.” 


The court stated that the insured’s policy 
did not contain contractual requirements 
that the interest of the insured be “sole and 
unconditional,” nor did it require that the 
insured have “fee simple title,” or any title 
at all. The court concluded that inasmuch 
as the insured’s wife had agreed that the 
building was to be under the control of the 
insured and inasmuch as the insured at all 
times had been in possession of the prop- 
erty, the insured had an interest in the 
building which would benefit him by its 
preservation and continued existence, and 
would cause him a direct pecuniary loss by 
its destruction or injury. The court held that 
this constituted an insurable interest which 
extended to the full value of the build- 
ing. —Bowen v. Aetna Insurance Company. 
United States District Court for the Nor- 
thern District of Georgia. September 20, 
1954. 8 Frre AND CASUALTY CAsEs 457. 


Short Short: 


The correct 


Kansas 


measure of damages for the 
destruction of wheat by fire is the market 
value of the wheat at the time of its loss 
less costs of transportation—-Lambert v. St. 
Paul Fire & Marine Insurance Company. Kan- 
sas Supreme Court, July 6, 1954. 8 Fir 
AND CASUALTY CAsEs 461. : 
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AUTOMOBILE 

Summaries of Selected Decisions 
Recently Reported by CCH 
AUTOMOBILE INSURANCE 
REPORTS 


| 
| 
| 
| 
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Dishonored Check 
Not Payment of Premium 


The burden is on the insured to show 
that it was intended that the mere accept- 
ance of a check by the insurance company 
constitutes payment for a policy; in the 
absence of a showing of this intent, a dis- 
honored check does not constitute pay- 
ment. Tenth Circuit. 


The insured’s automobile liability policy 
was issued for a period of one year, and was 
to expire on January 29, 1952, unless it was 
extended by the payment of additional pre- 
mium. On January 16 the insured wrote a 
letter to the insurance company in which 
was enclosed a check for an amount which 
would extend the policy for a period of six 
months. Upon receipt of the check the com- 
pany issued a regular premium payment re- 
ceipt, acknowledging receipt of the premium 
and stating that the policy was in force for 
the additional period of time. Promptly up- 
on receipt of the notice of dishonor of the 
check, the company wrote the insured advis- 
ing him that since the check was not paid, 
he had no coverage under his policy. Al- 
though the letter gave him the privilege of 
substituting a new check, he was advised 
there would be no further notice to him. The 
letter closed by stating: “Thank you for your 
immediate cooperation in this matter so we 
may put your policy in force promptly.” 
Nothing further was done by the plaintiff 
until he had an automobile accident on June 
18, 1952, at which time he mailed a check to 
the insurance company for the amount of 
the previously dishonored check. The com- 
pany refused to accept this check and wrote 
the insured that the policy would not be re- 
instated. The insured, who was himself a 
solicitor agent for the company, wrote a 
claim manager of the company informing 
him of the accident, and assuring him that 
he, the insured, had a policy with the com- 
pany. The claim manager investigated the 
claim, and made statements to the effect 
that the company would settle the claim 
against the insured. As soon as the claim 
manager learned that there was no policy in 
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force, he took no further steps which could 
be regarded as recognizing liability under 
the policy. The insurance company brought 
an action for a declaratory judgment as to 
its liability under the policy, and the insured 
made a demand against the company to de- 
fend an action brought against him as a 
result of the accident. A judgment was ren- 
dered for the company, and the insured 
appealed to the circuit court on the grounds 
that the acceptance of the check constituted 
payment and, in any event, that the com- 
pany waived its rights to disclaim liability 
under the policy. 


The circuit court affirmed the judgment 
for the insurance company. The court stated 
that whether the acceptance of a check con- 
stitutes payment depends upon the intent of 
the parties. The court quoted Martin v. New 
York Life Insurance Company, 234 Pac. 673, 
40 A. L. R. 406 (N. M.), which stated that 
“the receipt of such a check or draft is predi- 
cated upon the implied understanding that it 
will be paid.” Thus, the court held that the 
insured had the burden of proving that the 
check was accepted unconditionally as pay- 
ment of the premium, and that the insured 
did not sustain this burden. The court said 
that waiver is the intentional relinquishment 
of a known right. The court held that there 
was no waiver in this case inasmuch as the 
company’s claim agent took no further ac- 
tion once he was informed that the policy 
was not in effect. What action the agent 
took was under the belief that the policy was 
in effect.—Phillips v. Lagaly. United States 
Court of Appeals for the Tenth Circuit. July 
8, 1954. 4 AutomosILE Cases (2d) 1136. 


Insurer Liable for Towed Vehicle 


The insurer of a vehicle in tow is liable 
for contribution when the towing vehicle 
collides with another automobile. Fourth 
Circuit. 


The insured owned both a jeep and an- 
other car, and the vehicles were insured with 
different companies. On one occasion while 
the insured was towing his jeep with his 
other car he became involved in a collision 
accident. The occupants of the other car 
brought suit against the insured. Both com- 
panies insuring the insured’s vehicles de- 
fended the suit, with the company insuring 
the jeep reserving the right to deny liability 
to the insured on the ground that the jeep 
was not responsible for the accident. Both 
policies contained the following provision: 


“Tf the insured has other insurance against 
a loss covered by this policy the company 
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shall not be liable under this policy for a 
greater proportion of such loss than the 
applicable limit of liability stated in the dec- 
laration bears to the total applicable‘limit of 
liability of all valid and collectible insurance 
against such loss ro 


A judgment was entered against the in- 
sured, and the company insuring the towing 
car brought an action against the insurer 
of the jeep for contribution in the amount 
of two sevenths of the judgment rendered 
against the insured. The trial court held 
that the company insuring the jeep was 
liable for this amount of contribution, and 
an appeal was brought upon this judgment. 


Held: The judgment awarding contribu- 
tion should be affirmed. The court said that 
the jeep was moving on the road by means 
of its own running gear and although it was 
not employing its own power unit, it was 
subject to the dangers of the highway and 
was being propelled under circumstances 
not infrequently encountered. The court 
held that it cannot be said that the employ- 
ment of the vehicle (towing) was so un- 
usual as not to have been within the con- 
templation of the parties to the insurance 
contract. The court concluded that the jeep 
was to be considered in use at the time of 
the accident, and thus its insurer would be 
liable for contribution for the damages re- 
sulting from the accident—American Fire 
and Casualty Company v. Allstate Insurance 
Company. United States Court of Appeals. 
Fourth Circuit. July 22, 1954. 4 Automo- 
BILE Cases (2d) 1304. 


Passenger or Guest? 


Where a wife rides in an ambulance with 
her invalid husband, it is a jury question 
as to whether she was a guest or passen- 
ger. Washington. 


The plaintiff and her husband desired to 
move to a new address, and as her husband 
was a paralytic, an ambulance was neces- 
sary to make the move. The plaintiff testi- 
fied that she called an ambulance, and when 
the ambulance arrived the driver asked who 
was to pay for the service. The plaintiff re- 
plied that she would pay. The plaintiff got 
in the ambulance, and the driver started for 
the new address. During the ride the rear 
door of the ambulance suddenly opened and 
the plaintiff, fearing that her husband would 
be injured, attempted to close the door and 
in so doing fell to the highway. The plain- 
tiff brought an action for damages against 
the ambulance service for her injuries al- 
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leging that she was a passenger in the am- 
bulance. She contended that her carriage 
was as much a part of the contract as that 
of her husband. The defendant contended 
that the plaintiff was a guest as the full 
amount of the bill was for transporting her 
husband only. The trial court awarded a 
judgment for the ambulance service holding 
that the plaintiff was a mere guest as a mat- 
ter of law, and that the ambulance service 
was not liable for her injuries. The plaintiff 
appealed this decision. 


The state supreme court reversed the 
judgment and remanded the case for a new 
trial. The higher court held that a jury 
could have found that the contract provided 
for plaintiff’s carriage in the ambulance as 
well as that of her invalid husband, and held 
that the trial court erred in not submitting 
the question to the jury. The court said 
that the facts indicate that the doctrine of 
res ipsa loquitur might apply since the open- 
ing of the door without being touched would 
not have occurred ordinarily but for the 
negligence of the defendant’s agents in not 
closing it properly, or because the door was 
defective. —Vogreg v. Shepard Ambulance 
Service, Inc. Washington Supreme Court 
April 5, 1954. 4 AutomopiLe Cases (2d) 
1322. 


Loss Payable Clause Inapplicable 
to Subsequent Mortgages 


A loss payable clause respecting one mort- 
gage does not apply to subsequent mort- 
gages even though they are made to the 
same mortgagee. Eighth Circuit. 


The insurance company issued a policy to 
the insured covering nine trailers against 
loss or damage from fire, theft or collision. 
The policy contained the following clause: 


“This policy does not apply: 


“b. Under any of the coverages while the 
automobile is subject to any bailment, lease, 
conditional sale, mortgage or other incum- 
brance not specifically declared and described 
in this policy.” 


There was an endorsement on the policy 
making loss, if any, payable to the insured 
and a trailer company (which had a mort- 
gage on the nine trailers) as their interests 
may appear. There were no other loss pay- 
able clauses or declarations of encumbrances 
endorsed to the policy. Subsequently, the 
insured gave three chattel mortgages on the 
nine trailers to a finance company without 
having these encumbrances declared and de- 
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kcribed in the policy. One of the trailers was 
lamaged to the extent of at least $7,000 in 
a collision accident, and the insured brought 
an action to recover the loss under the pol- 
cy. The insurance company denied liability 
by reason of a breach of the above-quoted 
xclusionary clause. A judgment notwith- 
standing the verdict was granted to the in- 
surance company by the district court, and 
the insured brought an appeal contending, 
among other things, that a loss payable 
clause respecting one mortgage will apply to 
subsequent mortgages if made to the same 
mortgagee. 

Held: Judgment affirmed for che insurance 
company. The circuit court held that the 
insurance company was estopped from deny- 
ing liability as to the first of the three mort- 
gages inasmuch as the company accepted 
premium on the policy with the knowledge 
that such mortgage existed. However, the 
company had no notice of the second or 
third mortgages to the finance company, 
and this may properly be held to constitute 
a violation of the above-quoted exclusionary 
clause in the absence of any Minnesota 
(place of contract) law to the contrary. The 
circuit court quoted the case of Westchester 
Fire Insurance Company of New York v. Nor- 
folk Building & Loan Association, 14 F. (2d) 
524, in which it said: 

“Tt is well settled that a mortgage clause 
in an insurance policy only refers to a mort- 
gage then in existence and does not cover 
any subsequent mortgage interest (Attle- 
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borough Savings Bank v. Security Insur- 


147, 46 N. E. 390, 60 


ance Co., 169 Mass. 
Am. St. Rep. 373) 


The circuit court said that the burden of 
demonstrating that the judgment appealed 
from resulted from a clear misconception or 
misapplication of Minnesota law was upon 
the insured. The court said that while the 
insurance company as a matter of good 
conscience should have paid in that the in- 
sured’s omission was inadvertent, nonpreju- 
dicial and unsubstantial, the district court 
was not in error in holding that the loss 
payable clause respecting one mortgage does 
not apply to subsequent mortgages even 
though they are made to the same mort- 
gagee.—Riteway Carriers, Inc. v. Stuyvesant 
Insurance Company. United States Court of 
Appeals for the Eighth Circuit. June 25, 
1954. 4 AutomosiLE Cases (2d) 1132. 


Short Shorts from the Courts 


Florida ... A recovery was not allowed 
for injuries resulting solely from fright and 
mental anguish because the plaintiff was un- 
able to show willful and wanton negligence 
on the part of the defendant railroad.— 
Crane v. Loftin. Florida Supreme Court. Feb- 
ruary 23, 1954. 4 AutomopiLtE Cases (2d) 
1083. 


Georgia . . . It was error to use the 
words “entire absence of care” in defining 
gross negligence as the use of such expres- 
sion could be interpreted as meaning that 
in order to prove gross negligence an entire 
absence of care must be proved.—Caskey v. 
Underwood. Georgia Court of Appeal. De- 
cember 4, 1953. 4 AutToMosiILE Cases (2d) 
1101. 


Kentucky . . Judgment was reversed 
where a juror, accompanied only by her 
husband, visited the scene of the accident, 
and where her husband questioned someone 
there about the accident.—Brock v. Smith. 
Kentucky Court of Appeals. May 28, 1954. 4 
AUTOMOBILE CAsEs (2d) 1109. 


New Hampshire . Neither the un- 
emancipated minor nor his mother could 
maintain an action against the minor’s fath- 
er for injuries sustained when the child was 
run over by an automobile operated by the 
father—Levesque v. Levesque. New Hamp- 
shire Supreme Court. July 1, 1954. 4 Auto- 
MOBILE CASES (2d) 1043. 

Oklahoma ... The negligence of the 
driver of a car is not imputed to his wife, 
who is a mere passenger, but like any other 
passenger she is within the rule which re- 
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quires a guest to use ordinary care for his 
own safety—NMuenzler v. Phillips. Oklahoma 
Supreme Court. June 8, 1954. 4 AUTOMOBILE 
Cases (2d) 1060. 

Temes . . Where a parked car is 
crushed by falling debris from a building 
damaged by a windstorm, coverage under 
a collision policy is excluded.—United States 
Insurance Company of Waco, Texas v. Boyer. 


A REPORT TO THE READER 


Texas Supreme Court. 
AUTOMOBILE CAsEs 1177. 


June 23, 1954. 4 


Wisconsin . . . The buyer-seller rela- 
tionship is altered by the “as is” clause in 
the automobile sales contract in that the 
seller owes no duty to the buyer.—Pokrajac 
v. Wade Motors, Inc. Wisconsin Supreme 
Court. April 6, 1954. 4 AuTomMoBILE CAsegs 
1250. 
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erty, the value of which is well known and 
understood, or capable of being easily as- 
certained, is taken at a most exorbitant 
estimate, far beyond any intrinsic and real 
value, it raises a strong presumption that 
the valuation is not in good faith and was 
made for a fraudulent purpose. This pre- 
sumption will be conclusive -unless it is 
rebutted by evidence which fully explains 
the apparent bad faith.” 


Public Law 15 


The case now pending in the United 
States District Court for the Eastern Dis- 
trict of Louisiana, involving the New Orleans 
Insurance Exchange, is being watched with 
great interest by agents. From it may come 
another important decision interpreting Public 
Law 15 (the McCarran Act). The latest 
move of the Department of Justice, in 
answer to a motion to dismiss the govern- 
ment’s antitrust case, was to file a supple- 
mental brief denying the contention of the 
Exchange that the “boycott, coercion or 
intimidation” clause of the McCarran Act 
applied only to the moratorium section of 
the act (that Section 3(b) of the act is only 
applicable to Section 3(a)). 

The Department of Justice argued, in 
part, that “It is clear from the legislative 
history and the language of this Act, that 
the Congress intended no grant of immunity 
for monopoly or for boycott, coercion or 
intimidation.” Further, it is stated that 
“Congress intended that persons engaged in 
the business of insurance would receive the 
same protection from coercion that was 
afforded by the Sherman Act to persons 
engaged in other fields of interstate com- 
merce.” Thus, it is the government’s posi- 
tion in this case that Congress relinquished 
the power to reguiate rate-making and other 
cooperative practices when it enacted Public 
Law 15, but retained its power to regulate 
agreements or acts involving boycott, coer- 
cion or intimidation. 
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Term Commissions 
The 


wise, 


tetm commissions, tax- 
recent years, been quite a 
problem to insurance agents. It now ap- 
pears that the 1954 Code may give some 
relief to this situation under either the 
prepaid income provisions or the reserve for 
estimated expenses provisions of the Code. 


deferral of 
has, in 


Prepaid income.—The 1954 Code permits 
accrual-basis taxpayers to defer the reporting 
of advance payments as income until the 
year or years in which the income is earned. 
The period over which this income is spread 
cannot exceed the taxable year of receipt 
and the succeeding five years, except with 
the consent of the Commissioner. ‘This 
elective method of accounting for prepaid 
income is not applicable unless the taxpayer 
makes an election covering all prepaid in- 
come attributable to the business with re- 
spect to which the election is made. 


Reserves for estimated expenses.—An ac- 
crual-basis taxpayer may deduct, at the 
discretion of the Commissioner, additions 
to a reserve for estimated expenses. Under 
the old law this was not ordinarily per- 
mitted, except in connection with deprecia- 
tion and bad debts. The Commissioner 
must be satisfied that the expenses can be 
estimated with reasonable accuracy. A re- 
serve is to be considered reasonably esti- 
mated when it is based on reliable data or 
statistical experience of the taxpayer or of 
others in similar circumstances. The tax- 
payer must make an election if he desires 
to establish a reserve for estimated expenses. 
The election can be made without the con- 
sent of the Commissioner for the first 
taxable year that begins after 1953 and ends 
after the date of enactment of the new Code 
for which there are estimated expenses, but 
such election must be made not later than 
the time prescribed for filing the return, 
including extensions. Thereafter, elections 
can be made only with the consent of the 
Commissioner. ; 
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Sn Futwee Laswes 


An ARTICLE entitled ‘‘The Reversionary Trap” 
has been prepared by John Alan Appleman, 
Illinois lawyer and author, and George R. 
Davies, another Illinois lawyer. It deals with 
a subject upon which there is much confusion, 
and should be of great interest to those en- 
gaged in estate planning. 


eo 
Wittiam E. MOONEY, Omaha attorney and 
frequent contributor to our pages, will discuss 


the subject ‘‘Punitive Damages for Breach of 
Insurance Contracts in South Carolina.” 


A MANUSCRIPT on ‘Small Loan Laws and 
Credit Insurance” will be presented. The author, 
Wallace P. Mors, is a professor of finance 
at Babson Institute of Business Administration. 


I NCLUDED in next month's issue will be the 
1954 Annual Index. Each article appearing 
in The Insurance Law Journal during the past 
year will be indexed according to title, author 
and topic. 
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